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THE FINANCIAL SERVICES ACT OF 1999 


WEDNESDAY, APRIL 28, 1999 

House of Representatives, 

Committee on Commerce, 

Subcommittee on Finance and Hazardous Materials, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10:17 a.m., in room 
2123, Rayburn House Office Building, Hon. Michael G. Oxley 
(chairman) presiding. 

Members present: Representatives Oxley, Gillmor, Largent, 
Bilbray, Ganske, Lazio, Shimkus, Wilson, Shadegg, Fossella, Bliley 
(ex officio). Towns, Deutsch, Stupak, Barrett, Luther, Capps, Mar- 
key, Rush, and Dingell (ex officio). 

Staff present: David Cavicke, majority counsel; Robert Gordon, 
majority counsel; Linda Dallas Rich, majority counsel; Brian 
McCullough, professional staff member; Robert Simison, legislative 
clerk; Consuela Washington, minority counsel; Bruce Gwinn, mi- 
nority professional staff member; and Christian Fjeld, minority leg- 
islative intern. 

Mr. Oxley. The subcommittee will come to order. Today is our 
first of two scheduled hearings this year on H.R. 10, the Financial 
Services Act of 1999. For this first hearing, we are fortunate to 
have with us our good friend, the Chairman of the Board of Gov- 
ernors of the Federal Reserve System, Alan Greenspan. 

Chairman Greenspan will hopefully enlighten us on how finan- 
cial holding companies would be regulated under H.R. 10 and de- 
scribe the structural problems we still need to address. In par- 
ticular, I look forward to a thorough education on operating sub- 
sidiaries and the dangers of expanding taxpayer subsidies under a 
new financial system. 

The House spoke clearly on this issue last term, rejecting two 
floor amendments to expand the powers of bank operating subsidi- 
aries. But the operating subsidiary has more lives than Freddie 
Krueger, and I am sure it will continue to revisit us at every step 
in this process. 

I also expect to hear more about the operating subsidiary at the 
second hearing on May 5, to which we have invited Treasury Sec- 
retary Rubin and other financial regulators, as well as various in- 
dustry representatives. H.R. 10 is a continual learning process for 
the members, and we appreciate the testimony of all of our wit- 
nesses. 

Last term this subcommittee took a bill that was opposed by al- 
most every financial regulator and industry group and forged a se- 
ries of bipartisan agreements to create consensus protections for 

( 1 ) 
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consumers. We continued to work on the bill as it went to the 
House floor, and we passed Glass-Steagall reform in the House for 
the first time in 65 years. Unfortunately, despite a series of over- 
whelming votes for the bill in the Senate, H.R. 10 just barely 
missed crossing the finish line, and American consumers were left 
empty-handed yet again. 

This term we must renew our commitment to enacting financial 
services reform, building on the bipartisan solutions of our last ef- 
fort. Our committee will exercise its jurisdiction to make continued 
improvements in the bill to ensure consistent regulation of finan- 
cial activities and appropriate consumer protections. But like last 
term, we will work in a bipartisan manner with an eye toward in- 
creasing consensus on a number of very volatile issues. 

I would again like to thank our good friend Chairman Greenspan 
for agreeing to appear before us today, and express our continued 
appreciation for the assistance and support of the Federal Reserve 
in working toward enactment of financial services reform. 

Now I would turn to our ranking member, the gentleman from 
New York, Mr. Towns, for an opening statement. 

Mr. Towns. Thank you, Mr. Chairman. Congress has been work- 
ing on this legislation for a long, long time. I think it was Chair- 
man Bliley who indicated that this was the 11th attempt to repeal 
Glass-Steagall since 1979. I am hopeful that we can produce a bill 
in the 106th Congress that finally gets the job done, but it must 
be done properly. 

New York is the home to our most important securities firms like 
Goldman Sachs and Merrill Lynch, major money center banks like 
Citibank and J.P. Morgan, and important insurance companies like 
New York Life, Metropolitan Life, and the list goes on and on. The 
financial services industry is an important catalyst for economic 
growth in our country. Repealing Glass-Steagall will improve com- 
petition in financial services, it will help consumers, and it will 
maintain our global leadership in the financial community. 

In the last Congress, this committee rescued Glass-Steagall re- 
peal. We took legislation that had little support when reported to 
the Banking Committee, and we made changes that enabled the 
legislation to pass the House for the first time in 65 years. I would 
like to take this opportunity to commend the Chair of this com- 
mittee Mr. Oxley, and, of course, the Chair of the full committee 
Mr. Bliley, and the ranking member Mr. Dingell, for their hard 
work and the leadership that they demonstrated in those days and 
times. 

Today we will hear testimony from the Chairman of the Federal 
Reserve, Mr. Greenspan. Chairman Greenspan’s reputation is leg- 
endary. We are pleased to have the opportunity to hear his views 
on improvements we can make in H.R. 10. 

There are two issues that I hope our committee will address. The 
first is the operating subsidiary. In the last Congress we decided 
that we should not expand taxpayer subsidies by having securities 
or insurance underwriting in operating subsidiaries. Chairman 
Greenspan pointed out that the affiliate structure provides compa- 
nies with everything they need with no risk to taxpayers. 

The second issue we need to address is functional regulation. I 
expect that securities and insurance should be regulated the same 
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way, no matter who is selling the product. I have long held this 
view. I believe that functional regulation is simply common sense. 

In the last Congress, the House acted, but the Senate failed to 
act when faced with the issue of Glass-Steagall repeal. It is my 
hope that the Senate will resolve their differences, reconsider the 
committee’s elimination of CRA protections, and move this impor- 
tant legislation forward. 

Mr. Chairman, I look forward to this morning’s testimony in the 
hopes that we can fashion legislation in the 106th Congress which 
will modernize the financial services industry without overriding 
the principles of consistency, safety and soundness as well as judi- 
cial jurisdictional roles that have been so important for this com- 
mittee for years and years. 

I yield back. 

Mr. Oxley. The gentleman yields back. 

The Chair now recognizes the chairman of the full committee, 
the gentleman from Virginia, Mr. Bliley. 

Mr. Bliley. I thank you, Mr. Chairman. In the 105th Congress 
for the first time in history, the House of Representatives approved 
legislation to repeal Glass-Steagall and modernize the laws that 
govern our Nation’s financial markets. Unfortunately, unlike horse- 
shoes, we don’t score any points with the American people for al- 
most getting an important bill signed into law. H.R. 10 never made 
it to the Senate last year, otherwise we wouldn’t be sitting here 
today to consider H.R. 10 once again. 

This time around we are going to let the Senate go first before 
we move this bill in the Commerce Committee. I look forward to 
seeing the Senate succeed at the task that we were able to accom- 
plish last Congress in the House. I still believe that the gentleman 
from Virginia, who first tried to repeal the law he coauthored, was 
right. The attempts of Carter Glass and many others over the 
years to repeal Glass-Steagall is still a good idea, but there are two 
very bad ideas that I intend to do everything in my power to en- 
sure that this legislation does not include as we proceed in this 
Congress. One is threatening American taxpayers by expanding 
bank operating subsidiary powers. The other is undermining fair 
competition in the protection of investors and consumers by thwart- 
ing consistent regulation of securities and insurance activities en- 
gaged in by different entities. 

Today we will hear from a very esteemed witness, our friend, the 
Chairman of the Board of Governors of the Federal Reserve Sys- 
tem, Alan Greenspan. Chairman Greenspan will address the first 
of these very fundamental issues, that is the dangers of expanding 
bank powers through operating subsidiaries. 

Welcome, Chairman, and thank you for joining us today to edu- 
cate us about this extremely important, some would say the most 
important, aspect of the legislation that is now before this com- 
mittee. 

The House Banking Committee has worked very hard to forge 
compromises on this difficult legislation. Unfortunately, I feel these 
compromises would compromise the integrity of our financial mar- 
kets. H.R. 10 as reported by the House Banking Committee con- 
tains both of the bad ideas I am most concerned about. It expands 
the taxpayer-funded government subsidy to bank operating subsidi- 
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aries that can engage in not only securities underwriting, but also 
merchant banking. It does not provide for consistent regulations of 
securities activities by banks and securities firms. 

I look forward to learning from Chairman Greenspan about the 
implications of the legislation before us and how we might improve 
the bill. I also look forward to learning more about both of these 
issues at our upcoming hearing next month when we will hear 
from regulators, including the Treasury, as well as industry partici- 
pants. 

I want to thank Chairman Oxley for his continued leadership on 
this issue of such vast importance to the Commerce Committee and 
for holding this first hearing on financial services reform this Con- 
gress. I also thank my friend, the ranking member of the com- 
mittee, John Dingell, for his steadfast principles of protecting the 
taxpayer and ensuring consistent regulation as we continue our bi- 
partisan work on this legislation. I look forward to working with 
both of you, as well as the ranking member of the subcommittee 
Ed Towns all of the members on the committee as we once again 
take on the challenge of modernizing our financial service regula- 
tions for the next century and beyond. Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman’s time has expired. 

The Chair now recognizes the ranking member, the gentleman 
from Detroit. 

Mr. Dingell. Mr. Chairman, I thank you. Mr. Chairman, I com- 
mend you for holding this hearing on H.R. 10, the Financial Serv- 
ices Act of 1999, the legislation reported by the Banking Committee 
to modernize the U.S. financial regulatory system, to enhance com- 
petition in the financial services industry, to provide protections for 
investors and consumers, and to increase the availability of finan- 
cial services to citizens of all economic circumstances and for other 
purposes. 

I also want to welcome my good friend Mr. Greenspan to the 
committee. Welcome. We are delighted to see you here. Your good 
works are widely known on many matters, including the operating 
of the economy, but your leadership is not appreciated as well as 
it should be. So I am delighted to see you here, and maybe people 
can get a better understanding of the real leadership you have 
shown on this matter also. In any event, welcome to you, Mr. 
Chairman. 

Mr. Chairman, the Banking Committee’s mark falls short of 
many of the goals that I am concerned with, and I must inform you 
that in its current form I will be regrettably compelled to oppose 
it vigorously. 

I want to thank my old friend Mr. Bliley, the chairman of the 
committee, for his kind remarks and also for the fine leadership 
which he has shown in difficult times in addressing this legislation, 
not just in the last Congress and this Congress, but also in other 
years. His effort on this has made for a better and stronger econ- 
omy. 

Mr. Chairman, key consumer protection provisions that the 
chairman of this committee and the chairman and ranking member 
of the House Banking Committee joined me in adding to last year’s 
bill are not in H.R. 10 this year. The SEC opposes the bill because 
it eviscerates consumer and investor protection. Yesterday the 
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North American Securities Administrators Association submitted a 
10-page memorandum outlining serious concern with this bill. Last 
week the National Association of Insurance Commissioners sent us 
a strong letter stating that the State insurance commissioners op- 
pose H.R. 10 as passed by the House Banking Committee because 
the bill is hostile to consumers, to the States, and to purchasers of 
insurance polices. I ask unanimous consent to include these docu- 
ments in the hearing record along with my statement. 

Mr. Oxley. Without objection. 

Mr. Dingell. At the same time, Mr. Chairman, we received let- 
ters from American Bankers Association, Securities Association 
and the ABA Insurance Association telling us not to change a word 
in the securities and insurance language of the Banking Committee 
bill. In response it should come as no surprise that I have re- 
quested the staff on this side to go over every word with a magni- 
fying glass because this tells me there is a skunk in the wood pile 
somewhere. The last time I checked, the rules of the House blessed 
this committee with jurisdiction over securities and the business of 
insurance and responsibilities for reviewing and addressing these 
matters. No matter how difficult, we must do so, and it is clearly 
in the public interest that we should. 

I want to welcome, as I said, my good friend Chairman Green- 
span. Like all of us, I am an admirer of his because of his out- 
standing period of public service going back so many years. I thank 
him for joining us today to share with us his wisdom on matters 
in which he is the Nation’s most foremost expert. 

I may also be the only man in this room old enough to remember 
the banking crisis of the early 1930’s. Those were grim times. I re- 
member what it did to the economy and the people of the country 
and what was necessary to restore the confidence of the American 
people in the Nation’s banking system and in the securities mar- 
kets. Moreover, the thrift debacle of the 1980’s should serve as a 
much more fresh and current reminder. 

My colleagues, I will not support a regulatory structure that im- 
poses upon the American public the danger of a repetition of these 
terrible events and the possibility of a similar raid on the U.S. 
Treasury by banks which have not engaged in the necessary stand- 
ard of responsible behavior. Congress should be anxious to prevent 
the loss of public confidence and prevent large losses to the public 
treasury. I am hopeful that Chairman Greenspan can share with 
us some of the relevant lessons of the recent Asian financial crisis 
and the decision of the Japanese to adopt a holding company for- 
mat in their financial structure on a going-forward basis. 

Absent significant changes in H.R. 10, and that is one of the re- 
sponsibilities of this government, to protect consumers, to protect 
depositors, and to protect, of course, the taxpayers to whom we 
have a paramount responsibility, I would be compelled to oppose 
this bill with every bit of strength that I have. Like the President, 
I will also be compelled to oppose any legislation that weakens our 
commitment to the Community Reinvestment Act. 

In Greco-Roman mythology, Sisyphus was the cruel king of Cor- 
inth. His punishment in Hades was to run up a hill with a stone 
that constantly rolled down upon him again. As we enter banking 
Hades this year and attempt to roll H.R. 10 up the legislative hill 
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to the Senate again, I would urge my colleagues to keep faith that 
this can he done, but only if we do it the right way. Passing no bill 
is better than passing a bad bill. 

I just would like to hold up for everybody to look at, there is an 
article in the Wednesday, today, April 28, 1999, Wall Street Jour- 
nal. “Sitting pretty,” it says. It’s on the left-hand side of the page, 
“Strong banking system helps Australia prosper as neighbors 
struggle.” Neighbors disregarded the lessons that the Australians 
have observed. Bankers have complained to me for years about the 
fact that the Japanese and other banks in that area were large, 
and that ours were smaller. I observed that it is better to have 
smaller, better, stronger banks than large, weak banks which im- 
pose danger on the American people. The warnings are there before 
all. I hope they will see them, and I look forward to the testimony 
of my good friend. 

[The prepared statement of Hon. John D. Dingell follows:] 

Prepared Statement of Hon. John D. Dingell, a Representative in Congress 
FROM THE State of Michigan 

Mr. Chairman, I commend you for holding this hearing on H.R. 10, the Financial 
Services Act of 1999, legislation reported by the House Banking Committee to mod- 
ernize the U.S. financial regulatory system, to enhance competition in the financial 
services industry, to provide protections for investors and consumers, to increase the 
availability of financial services to citizens of all economic circumstances, and for 
other purposes. 

Mr. Chairman, the Banking Committee’s mark falls short of many of these goals 
and I must inform you that, in its current form, I would be compelled to oppose it 
vigorously . 

Key consumer protection provisions that the chairman of this committee and the 
chairman and ranking member of the House Banking Committee joined me in add- 
ing to last year’s bill are not in H.R. 10 this year. The SEC opposes the bill because 
it eviscerates investor protection. Yesterday, the North American Securities Admin- 
istrators Association submitted a 10-page memorandum outlining their concerns 
with this bill. Last week the National Association of Insurance Commissioners sent 
us a letter stating that the state insurance regulators oppose H.R. 10 as passed by 
House Banking because the bill is hostile to consumers and the States. I ask unani- 
mous consent to include these documents in the hearing record with my statement. 

At the same time, we have received letters from the American Bankers Associa- 
tion Securities Association and the ABA Insurance Association telling us not to 
change a word in the securities and insurance language of the Banking Committee 
bill. In response, it should come as no surprise that I have instructed the staff to 
go over every word with a magnifying glass. The last time I checked, the rules of 
the House vest the Commerce Committee with jurisdiction over securities and the 
business of insurance and the responsibility for reviewing and addressing these mat- 
ters. No matter how difficult, we must do so, and do so in the public interest. 

I warmly welcome my good friend Chairman Greenspan and thank him for his 
years of excellent public service and for appearing before us today to share with us 
his wisdom on matters in which he is most expert. 

I may be the only man in this room old enough to remember the aftermath of 
the banking crisis of the early 1930s. I remember what it did to the economy and 
people of this country and what was necessary to restore the American public’s con- 
fidence in the Nation’s banking system and the securities markets. Moreover, surely 
the thrift debacle of the 1980s should still be fresh in our minds. 

My colleagues, I will not support a regulatory structure that exposes the Amer- 
ican public to a repetition of those terrible events and a similar raid on the U.S. 
Treasury. Congress should be anxious to prevent the loss of public confidence and 
to prevent large losses to the public treasury. I am hopeful that Chairman Green- 
span can share with us some of the relevant lessons of the recent Asian financial 
crisis, and the decision of the Japanese to adopt a holding-company format for their 
financial structure on a going-forward basis. 

Absent significant changes to H.R. 10 — and that is one of the responsibilities of 
this government, to protect consumers, to protect depositors and to protect, of 
course, the taxpayers to whom we have a paramount responsibility — I will be com- 
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pelled to oppose this bill with every bit of strength I have. Like the President, I also 
will be compelled to oppose any legislation that weakens our commitment to the 
Community Reinvestment Act. 

In Greco-Roman mythology, Sisyphus was the cruel king of Corinth whose punish- 
ment in Hades was to roll up a hill a heavy stone that constantly rolled down again. 
As we enter banking Hades this year and attempt to roll H.R. 10 up the legislative 
hill to the Senate again, I urge my colleagues to keep faith that this can be done, 
but only if we do it the right way. Passing no bill is better than a bad bill. 

Mr. Chairman, I thank you. 


Securities and Exchange Commission 

February 4, 1999 

The Honorable Thomas J. Bliley 
Chairman 

Committee on Commerce 
U.S. House of Representatives 
2125 Rayburn House Office Building 
Washington, DC 20515 


The Honorable John D. Dingell 
Ranking Member 
Committee on Commerce 
U.S. House of Representatives 
2322 Rayburn House Office Building 
Washington, DC 20515 

Dear Chairman Bliley and Congressman Dingell: I am writing to share the 
Commission’s views on financial services modernization as the Congress begins to 
considers pending legislation. 

Last year, Commission staff worked with Congress in an effort to develop legisla- 
tion that would preserve principles that are fundamental to effective oversight of 
the securities markets. Unfortunately, the extended negotiations so eroded these 
basic principles that the Commission cannot support the latest version of H.R. 10, 
as introduced in the 106th Congress. 

Rather than attempt to address all the specific provisions in this particular bill, 
I believe it would be more useful, at this time, to step back and outline the broader 
concepts we feel should be incorporated in any financial modernization bill. I have 
attached a brief discussion of the Commission’s overall objectives for financial serv- 
ices reform. My staff and I are readily available to discuss these objectives further 
with you or your staff. 

I applaud the Congress’ efforts to advance financial services modernization and 
look forward to working with you and the Committee on this important legislation. 

Sincerely, 


Arthur Levitt 

Chairman 


Enclosure 

cc: The Honorable Michael G. Oxley 

Chairman, Subcommittee on Finance and Hazardous Materials 
The Honorable Edolphus Towns 

Ranking Member, Subcommittee on Einance and Hazardous Materials 


SEC Objectives for Financial Modernization 

The SEC’s mandate is to protect investors and ensure the integrity of the U.S. 
securities markets. In order to keep our markets the fairest, safest, most trans- 
parent and most liquid in the world, the SEC must oversee all U.S. securities activi- 
ties, irrespective of location, and continue to determine how they are defined. 

Focusing on market integrity and investor protection, the SEC will work with the 
Congress to include the following key safeguards in any financial modernization leg- 
islation: 

• Maintain aggressive SEC policing and oversight of all securities activities. Public 
confidence in our securities markets hinges on their integrity. The SEC has an 
active enforcement program committed to fighting securities fraud. Banking 
regulators have a different mandate — protecting the safety and soundness of in- 
stitutions and their deposits — which does not consider the interests of defrauded 
investors. To continue its effective policing of the markets, the SEC must be 
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able to monitor securities activities through regular examinations and inspec- 
tions, including access to books and records of all activities. 

• Safeguard customers by enabling the SEC to set net capital rules for all securities 

businesses. Securities positions are generally more volatile than banking activi- 
ties. The SEC’s capital and segregation requirements recognize this fact and are 
more rigorous in addressing market risk than those imposed by bank regu- 
lators. During recent turmoil in the financial markets, SEC-regulated entities 
were well-collateralized and none was ever at risk of failure. We must continue 
to protect our markets from systemic risk hy ensuring that there is enough cap- 
ital backing securities transactions to protect customers. 

• Protect investors by applying the SEC sales practice rules to all securities activi- 

ties. All investors deserve the same protections when bujdng securities, regard- 
less of where they choose to do so, but gaps in the current scheme leave inves- 
tors at risk. For example, banks are not required to recommend only suitable 
investments or provide a system for arbitrating customer disputes. The high, 
uniform standard of the Federal securities laws should apply to all sales of se- 
curities. 

• Protect mutual fund investors with uniform adviser regulations and conflict-of-in- 

terest rules. Mutual fired investors should always receive the protections of the 
federal securities laws. Accordingly, all parties that provide investment advice 
to mutual funds should be subject to the same oversight, including SEC inspec- 
tions and examinations. In addition, any type of entity that has a relationship 
with a mutual fund should be subject to the SEC conflict-of-interest rules. 

• Enhance global competitiveness through voluntary broker-dealer holding compa- 

nies. U.S. broker-dealers are at a competitive disadvantage overseas because 
they lack the global, consolidated supervision that foreign regulators often re- 
quire. To address this concern, a U.S. broker-dealer predominantly in the secu- 
rities business should have the option of SEC holding company supervision. 
This structure would impose risk-based supervision, consistent with the firm’s 
principal business, and would help protect market integrity by. overseeing the 
entire corporate entity, not just an isolated domestic unit. 

NORTH AMERICAN SECUKITIES ADMINISTRATORS ASSOCIATION, INC. 

10 OSlrTCiN.E.. Suite 710 
Washington. DC 2DOG2 
20’'737-0M0 
Telecopier: 202''7S3-557! 

E-mail: gencraitSnasaa.org 
W'eb Address: htip:.'/wwwMiasaa.org 

MEMORANDUM 

TO: HOUSE COMMERCE COMMITTEE 

FROM: Thomas E. Oeyer, Ohio Securities Commissioner 

Chair, NASAA Financial Services Modernization Project Group 
Deborah A. Fischione 

NASAA Director of Policy and Office Management 
DATE: April 27, 1999 
RE: Comments on H.R. 10 "As Reported" 


NASAA 


NASAA has had the privilege of testifying before the House and Senate regarding financial 
services modernization legidation pending in the 106* session of Congress. The issues 
discussed below are among the more important issues for NASAA. This list does not purport to 
be exhaustive and NASAA reserves the right to add to or amend this list as the legislative 
process continues. NASAA is basing these comments on H.R. 10 as it was reponed from the 
House Banking and Financial Services Committee on March 23, 1999. We look forward to 
working with the House Commerce Committee as you begin deliberations on the bill. 

1. Full Preservation of State Securities Enforcement Authority. 

NASAA appreciates the preservation of State securities enforcement authority established 
by Section 104(d) of H.R. 10. NASAA believes such preservation is essential in order for States 
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to provide meaningful investor protection and efifectively police the securities marketplace. This 
express preservation is consistent with the similar preservations set out in the National Securities 
Markets Improvement Act of 1996 and the Securities Litigation Uniform Standards Act of 1998. 
However, NASAA respectfully suggests three minor changes in order to give full effect to the 
express preservation clearly articulated in Section 104(d). 

a. Delete Section 104(bX4KC). 

Section 104(b)(4) generally seeks to preserve certain State laws from preemption. 
HowevCT, because of the use of a double negative. Section 104(bX4XC) appears to have the 
actual effect of preempting State securities enforcement. Such preemption seems inconsistent 
with the careful and express preservation of State securities enforcement authority contained in 
Section 104(d). NASAA believes that the most efficient solution to this oversight is to simply 
strike Section 104(bX4XC). 

b. Add Preservation Language to Section 307. 

Section 307 generally preempts State law that would "prevent or significantly interfere 
with the ability of any insurer, or any affiliate of an insurer ... to become a financial holding 
company or to acquire control of an insured depository institution." NASAA's concern is with 
the Abates of insurers. Such affiliates could be broker-dealers or investment advisers un^ the 
jurisdiction of the State securities authorities, and the broad preemption of Section 307 could 
conflict with the State securities enforcement preservation language carefully and expressly 
preserved by Section 104(d). To remedy this confusion, NASAA suggests that preservation 
language identical to that appearing in Section 104(d) be added to Section 307. This new 
language could appear as follows: 

f41 subsections flL (21 and f3> shall not be construed as 
affecting the jurisdiction of the securities commission (or 
any agency or office performing like functions! of any 
State, under the laws of such State, to investigate and bring 
enforcement actions, consistent with section 19fc) of the 
Securities Act of 1933. with resnect to fraud or deceit or 
unlawful conduct bv any person, in connection with 
securities or securities transactions. 

c. Change "and" to "or” in Section 104(b)(4)(D)(iii). 

As previously mentioned. Section 104(b)(4) generally seeks to preserve certain State laws 
from preemption. Section 104(b)(4)(D) in effect provides that a State law will not be preempted 
if it satisfies all parts of a four-part test. Part three of the test (Section 1 04(b)(4)(D)(iii)) provides 
that a State law will not be preempted if it "does not effectively prevent a depository institution, 
wholesale financial institution, or subsidiary or affiliate thereof from engaging in activities 
authorized or permitted by this Act or any other provision of federal law." This provision is 
inconsistent with the express preservation of State securities law set out in section 104(d) 
because State securities enforcement action may properly and intentionally have the effect of 
preventing such activities. Consequently. NASAA believes it is inappropriate and inconsistent 
with Section 104(d) to provide that such an effect is fatal to State law. To remedy this, NASAA 
suggests that the "and" at the end of Section 104(b)(4)(D)(iii) be changed to "or." This would 
have the effect of changing the four-part preemption test into a preemption test with four 
alternative standards. In other words, a State law would avoid preemption if it met any one of 
the four standards set out in Section 1 04(b)(4XD), rather meeting all four parts as is currently the 
case. NASAA believes that such an alternative standard is consistent with, and gives full effect 
to, the preservation of State securities enforcement authority set out in Section 1 04(d). 

2. Full Regulatory Deference and Functional Regulation. 

NASAA also appreciates the regulatory deference contained in Section 111, which would 
amend Section 5(c) of the Bank Holding Company Act of 1956 to require banking regulators to 
defer to the Securities and Exchange Commission, State insurance authorities and State securities 
authorities under certain circumstances. To accomplish full functional regulation, NASAA 
suggests one minor change to proposed Section 5(cX5) of the Bank Holding Company Act, 
which deals with the functional regulation of securities and insurance activities. Specifically, 
NASAA recommends that Section S(cX5XB) be amended to apply to brokets, dealers and 
investment advisers required to be registered with State authorities, in addition to applying to 
brokers, dealers and investment advisers actually registered under State laws. New Section 
5(c)(5)(B) could read as follows: 
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(B) the relevant State securities authorities with regard to all 
interpretations of, and the enforcement of, applicable State 
securities laws (and rules, regulations, orders and other 
directives issued thereunder) relating to the activities, 
conduct, and operations of brokers, dealers and investment 
advisers registered or required to be registered under 
applicable State securities laws (or rules, regulations and 
other directives issued thereunderi . 

Many State securities enforcement actions are directed against persons who are 
unregistered. This proposed amendment would include such actions within the scope of required 
deference. This amendment would also make Section 5(c)(5)(B) more consistent with the 
express preservation of State securities enforcement authority set out in Section 1 04(d) of H.R. 
10. 


3. Full Functional Regulation of Securities Subsidiaries. 

NASAA appreciates that H.R. 10 moves towards functional regulation of 
securities activities. However, NASAA believes that Section 124 of H.R. 10 contains a minor 
oversight, the correction of which will result in true functional regulation in this section. 
NASAA respectfully suggests a minor amendment to Section 124 of H.R. 10. Section 124 
would add to the Federal Deposit Insurance Act new Section 46 regarding the functional 
regulation of securities and insurance subsidiaries of insured depository institutions. Currently, 
proposed new Section 46(a) provides in pertinent part that a broker or dealer that is a subsidiary 
of an insured depository institution shall be subject to regulation under the Securities Exchange 
Act of 1934. In order to accomplish full functional regulation, NASAA recommends that a 
reference to State securities law be added to this provision. A revised Section 46(a) could read as 
follows: 


(a) Broker or Dealer Subsidiary. 

A broker or dealer that is a subsidiary to an insured 
depository institution shall be subject to regulation under 
the Securities Exchange Act of 1934 and State secunties 
laws in the same manner and to the same extent as a broker 
or dealer that -- 

This amendment accomplishes full functional regulation and also serves to establish a 
level-playing field by ensuring that subsidiary and non-subsidiary broker-dealers are subject to 
the same set of complementary State and federal securities laws. 

In. addition, in order to provide for complete functional regulation of ^cmties 
subsidiaries, NASAA suggests that a provision regarding investment adviser subsidiaries be 
added. Such a provision could be added as new section 46(b) and read as follows: 

(b) Investment Adviser Subsidiary. 

An investment adviser that is a subsidiary of an insured depository 
institution shall be subject to regulation of the Investment Advisers Act of 
1940 and State securities laws in the same marmer and to the same extent 
as an investment adviser that - 

(1) is controlled by the same bank holding company as controls 
the insured depository institution; and 

(2) is not an insured depository institution or a subsidiary of an 
insured depository institution. 

It is important to note that the failure to add this suggested provision regarding 
investment advisers would result in significant ambiguity as to the app^iable regulation 
of investment adviser subsidiaries. If this suggested provision is added, current 
subsection “ (b)” , regarding insurance subsidiaries, should be redenomiated as subsection 
“ (c)” . And current subsection “ (c)" , definitions should be changed as follows: 
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(e) (d) Definitions. 

For purposes of this section: 

(1) the terms “broker” and “dealer” have the same meanings as in section 3 
of the Securities Exchange Act of 1 934; and 

(2) with respect to the term “ investment adviser” 

(A) such term shall have the same meaning as in section 
202(a)(ll) of the Investment Advisers Act of 1940 if the 
investment adviser subsidiary is registered with the 
Securities and Exchange Commission under section 203 of 
the Investment Advisers Act of 1 940; or 

(B) such term shall have the same meaning as defined in the 
State law of the State in which the investment adviser has 
its principal place of business if the investment adviser 
subsidiary is ineligible to register with the Securities and 
Exchange Commission under section 203 of the Investment 
Advisers Act of 1940 and is instead registered with 
appropriate state authorities. 

The bifurcated definition of “investment adviser” is necessary because of the 
bifurcation in oversight resulting from the National Securities Markets Improvement Act 
of 1996. 


4. Notice of Preemption of Certain State Provisions. 

Because NASAA's members are devoted to consumer protection, NASAA recognizes the 
importance of the consumer protection provisions contained in Section 176 of H.R. 10, which 
would add to the Federal Deposit Insurance Act a new Section 47 dealing with customer service 
and education issues. In light of the States' commitment to consumer protection and experience 
in administering securities laws, NASAA respectfully requests that State securities 
administrators be added to the consultation provisions in proposed new Section 47(a)(3). 

In addition, NASAA is concerned that States will have neither notice of, nor an 
opportunity to be heard on, the preemption of Slate law by the joint regulations prescribed by the 
federal financial institutions regulators. Specifically, proposed new Section 47(fX2)(B) of the 
Federal Deposit Insurance Act provides that such joint regulations will preempt State law if the 
federal financial institutions regulators determine jointly that the "protection afforded by such 
provisions for consumers is greater than the protection provided by a comparable provision" of 
State. While NASAA wholeheartedly agrees that the strongest consumer protection standard 
should govern, it offends notions of due process and fundamental fairness that federal authorities 
could preempt State law without public notice and an opportunity to be heard. 

Consequently, NASAA would respectfully request that publication in the Federal 
Register and a public comment period be required. This could be accomplished by adding the 
following to the end of proposed new Section 47(f)(2)(B): 

Provided, however, that such joint determination shall not be effective 
unless such joint determination is made after notice of such joint 
determination is published in the Federal Register and subject to public 
comment for a period of not less than sixty days. 

5. The Definition of "Broker." 

NASAA agrees completely with eliminating the blanket exemption for banks in the 
definition of "broker" under the Securities Exchange Act of 1934. However, NASAA remains 
concerned that the approach taken by Section 201 of H.R. 10 creates a series of exceptions that 
swallow the general rule. NASAA's specific concerns are as follows: 
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a. Third-Party Brokerage Arrangements, 

NASAA fiilly supports this exception, but respectfully suggests that it can be improved 
by being moved in line with the existing standards in this area. In particular, in February 1998, 
the National Association of Securities Dealers ("NASD") "bank broker-dealer rule," Rule 2350, 
took effect. In October 1998, the NASAA membership approved Model Rules for Sales of 
Securities at Financial Institutions, which track NASD Rule 2350. Both NASD Rule 2350 and 
the NASAA Model Rules address the issues relevant to third-party brokerage anangemems, 
namely; setting and physical separation, brokerage agreements and program management, 
customer disclosure and acknowledgment, communication with the public, and notice of 
termination. NASD Rule 2350 resulted after nearly three years of input from the banking and 
securities industries on how to properly regulate third party brokerage activities. Because NASD 
Rule 2350 represents a well-developed and well-reasoned approach, NASAA respectfully 
suggests that the third-pa^ brokerage arrangement exception as proposed in new Section 
3(aX4XB)(i) of the Securities and Exchange Act of 1934 be amended to include either a cross 
reference to NASD Rule 2350 or a list of the exact provisions contained in NASD Rule 2350. 

b. Trust Activities. 

NASAA does not object to codifying that banks engaged in traditional trust activities are 
excepted from the definition of "broker." However, NASAA is concerned that proposed Section 
3(aX4)(BXii), as drafted, permits banks to engage in activities exceeding those of traditional trust 
activities, without providing investors the protections of the federal and State provisions 
governing the conduct of investment advisers. The effect of the proposed exception for certain 
"trust" activities, including the extension of the exception to an "other department that is 
regularly examined by bank examiners,” coupled with the solicitation activities permitted under 
this exception, is to permit banks to solicit publicly advisory business from deposit-holders and 
non-deposit-holders, devoid of the substantive federal and State regulation under file securities 
laws. NASAA respectfully suggests that the proposed limitless solicitation of advisory business 
be narrowed. 

The language regarding solicitation activities now limits the activities to those banks that 
do not "publicly” solicit brokerage business. NASAA would note that this language, while 
appearing to limit a bank's solicitation activities, now would permit banks' brokerage businesses 
to actively solicit deposit holders (in a non-public fashion). 

NASAA respectfully recommends that the proposed new Section 3(a)(4)(B)(ii)(Il) be 
revised as follows. 

(II) does not pub l ic l y solicit brokerage business, other than by 
advertising that it effects transactions in securities in conjunction 
with advertising its other trust activities. 

c. Private Secunties Offerings. 

NASj^ respectfully believes that the exception set out in proposed Section 
3(a)(4)(B)(vii) falls short of establishing true functional regulation for private secunties 
offerings. Documented sales practice abuses have occurred in private placement transactions, 
and investors need the assurance that the intermediary who is selling the security is trained and 
subject to the obligations applicable to other broker-dealers. To afford true functional regulation 
in this area, the securities should either be required to be sold through a registered broker-dealer, 
or in the alternative, to at least require bank employees to lake and pass the examination 
contemplated in Section 203 of H.R. 10, which would add Section 15A(j) to the Securities 
Exchange Act of 1 934. 

NASAA is pleased with Section 3(a)(4XB)(vii)(U), since NASAA believes that, to the 
extent a bank maintains an affiliation with a broker-dealer firm, all private placements be 
effected through that broker-dealer rather than through the bank itself However, NASAA would 
respra^ly suggest that the existing language creates little incentive for a bank to establish an 
affiliation with a broker-dealer firm through whom to channel these securities transactions. 

NASAA believes that the registration and regulatory provisions provided under the 
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Securities Exchange Act of 1934, State provisions, and self-regulatory organization rules are 
critical components of the investor protection equation. Regulators use these provisions to 
monitor the activities of broker-dealers and to screen out those entities and individuals that 
should not be permitted to engage in the offer and sale of securities in our markets. NASAA is 
also concerned that, by excusing banks from compliance with virtually all of the Securities 
Exchange Act of 1934 registered broker-dealers will suffer a significant competitive 
disadvantage when seeking to distribute securities in a nonpublic offering. 

d. De Minimis Exception. 

NASAA continues to oppose the de minimis exception in proposed Section 3(a){4)(B)(x). 
By allowing securities transactions to occur outside the established complementary State/federal 
securities oversight framework, the exception is inconsistent with true fimctional regulation and 
creates an unievel playing field. 

Nonetheless, if the de minimis exception is to be included in H.R. 10, NASAA 
respectfully suggests that the de minimis be in terms of customers, rather than transactions. 

Underlying the de minimis exception seems to be the belief that banks should be allowed 
to carry out a certain few securities transactions as an accommodation for certain bank 
customers. Accordingly, a de minimis exception based on the number of customers seems more 
logical. Further, "customers" are more easily counted. "Transactions" is an amorphous concept 
not generally defined in the securities laws. Confusion would certainly arise as to what activity 
constituted a "transaction." 

In contrast, it is clear who constitutes a customer. Support for this approach can be 
gleaned from the National Securities Markets Improvement Act of 1 996, where Congress defined 
certain investment adviser de minimis standards in terms of people, not transactions. 

Specifically, NASAA suggests that the de minimis be set at one hundred customers. In 
suggesting this number, NASAA started with the fact that the de minimis exception is designed 
to allow smaller, typically rural banks to undertake securities transactions as an accommodation 
and convenience for certain customers. From that starting point, it is reasonable to assume that 
small banks have about 2,000 customers. Using the general banking industry guidelines that 
20% of an institution’s depositors account for 80% of an institution’s deposits, there would be 
400 customers who would be larger depositors of a 2,000 depositor institution. It is safe to 
assume that these 400 larger depositors would be more likely to engage in securities transactions. 
And since the exemption is designed to be “de minimis” in nature, it would be reasonable to 
permit transactions for up to 1 00 or 2 5% of those customers. 

Thus, NASAA would propose that the de minimis exemption read as follows; 

(x) De minimis Exception. 

The bank effects transactions in securities on behalf of not more than 100 
customers in any calendar year; provided that such transactions are not 
effected by an employee of the bank who is also an employee of a broker 
or dealer; and provided further that prior to executing the first securities 
transaction in any calendar year on behalf of a customer under this de 
minimis exception, the bt^ obtains from the customer a written 
acknowledgement indicating the customer understands that the bank 
executing securities transactions on behalf of the customer within the de 
minimis exception to the federal definition of “broker”, and the 
consequences thereof. 

fhe written acknowledgment is designed to assist the bank in accounting for the number 
of transactions within the de minimis. 

6. The ImportsDce of Registration for Sales of Private Securities Oflerings. 

NASAA fully supports Section 203 of H R. 10, which would add to the Securities 
Exchange Act of 1934 Section 15A(j) requiring the NASD to create a limited qualification 
category for an associated person of an NASD member firm effecting nonpublic securities 
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transactions. While this provision creates a limited registration category for associated persons 
of member firms, it would presume such qualification if the same individual happened to be 
distributing the same securities not for a broker-dealer but for a bank. 

It would appear that this provision is added to permit associated persons of NASD 
member firms to engage solely in the distribution of securities through a nonpublic offering 
without having to undertake fall registration as a registered representative. It is NASAA's 
observation that very few registered representatives engage solely In the distribution of private 
placements. Additionally, it would appear that bank employees would be "grandfathered" from 
any examination requirement. However. Section 203 does not appear to require the "non- 
grandfathered" bank employees to satisfy any qualification requirements to distribute these 
securities. 

This provision would appear to place NASD member firms at a competitive disadvantage 
with banks in the private placement market. It is assumed that, like other limited examinations, 
the examination is a "subset" of the Series 7 examination. Broker-dealer representatives would 
be permitted to take this limited examination. However, bank personnel effecting the same 
transactions would not be required to take this examination, even though the conduct in which 
they would be engaged could be identical to that of the broker-dealer representative. There exists 
no other provision of the federal securities laws or of H.R. 10 that would place any ^uirements 
or registration upon these bank personnel. To provide some minimal protections for the 
depositor/investor, NASAA believes it imperative for bank personnel to at least be required to 
take this limited qualifying examination. 

Tne mechanism that would provide for true functional regulation would be to require the 
NASD to create this limited qualification examination, but require associated persons of member 
firms and bank personnel to trike and pass this qualification examination (or be qualified under a 
more comprehensive examination, such as the Series 7) prior to effecting transactions in 
securities not involving a public offering, NASAA believes that the following language would 
address this issue: 

(j) Registration for Sales of Private Securities Offerings. A 
registered securities association shall create a limited 
qualification category for any associated person of a 
member who effects sales as part of a primary offering of 
securities not involving a public offering, pursuant to 
section 3(b), 4(2), or 4(6) of the Securities Act of 1933 and 
the rules and regulations promulgated thereunder, shall 
permit any bank emnlovre to take the qualification 
examination required for this limited registration category 
for purposes of section 3fa3(41(Bi(viiii(in of this title , and 
shall deem qualified in such limited qualification category, 
without testing, any bank employee who. in the six month 
period preceding the date of enactment of this Act, engaged 
in effecting such sales. 

As a practical matter, the NASD currently administers qualifying examinations for 
individuals not associated with a member firm, and thus would appear capable of administering 
this new examination for members and non-members alike. For example, NASAA would note 
that individuals not affiliated with a member firm could, in certain circumstances, sit for the 
Series 7 examination, which is owned jointly by the NASD and New York Stock Exchange. 
NASAA would note that little reason exists to excuse bank personnel from sitting for a 
qualification examination as a prerequisite of effecting private securities transactions. It would 
appear that the exception in proposed Section 3(a)(4)(B)(vii) of the Securities Exchange Act of 
1934 could be conditioned upon the transaction being effected either through a registered broker- 
dealer or through a bank employee that has passed a qualifying examination: 

(II) at any time after one year after the date of enactment of the 
Financial Services Act of 1998, is not affiliated with a broker or 
dealer that has been registered for more than one year; and 


(IIP is effected solely bv bank employees that have attained a 
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passing score on the qualification examination created pursuant to 
section 1 5Af i) of this title or through a broker or dealer: and 

rtffi fVn effects transactions exclusively with qualified investors. 

7. Definition and Treatment of Banking Products. 

NASAA fully concurs with the removal of the concept of "derivatives" from the 
definition of "traditional banking product” set out in Section 205 of H.R. 10. This section now 
appropriately lists items in which banks have historically dealt. NASAA has one aditional 
investor protection concern with Section 205, and that is that Section 205(a)(5)(B) would permit 
loan participations to be sold to non-qualified investors. The sale of loan participations presents 
the opportunity to shift the risk of ba^ loans, defaulting mortgages or insolvent borrowers onto 
investors. Consequently, only those investors meeting the financial standards of being a 
"qualified investor” should be permitted to purchase these products. 

As a result, NASAA respectfully suggests that Section 205(a)(5)(B) be deleted. 

8. Governmental Entities as Qualified Investors. 

In general, NASAA believes that the definition of "qualified investor," set out in Section 
206 of H.R. 10, sets out an appropriate standard for persons and entities who can "fend for 
themselves" when making investment decisions. However, NASAA remains concerned with the 
relatively low threshold of $50,000,000 in investments for governmental entities. 

NASAA is concerned that many county and local governments will meet this threshold 
yet not possess the sophistication or knowledge to be appropriately deemed "qualified investors." 
This relatively low standard and the absence of any required professional management make this 
part of the definition, NASAA believes, inadequate. Many state, county and local government 
pensions are advised by volunteos, or elected or appointed officials who are not principally 
engaged in the business of investmoit management. Requiring that professionals manage the 
investments, or that the investments be of a siae where the fund will be professionally managed 
as a matter of course, would greatly decrease the likelihood that entities that sell to qualified 
investors will later became defendants in securities suits alleging unsuitable recommendations or 
other violations of the securities laws. 

To remedy this problem, NASAA would respectfully suggest that governmental entities 
be treated as "qualifi^ investors” only if a registered broker-dealer, investment adviser, 
insurance company, or insured depository institution professionally manages the investments. In 
the alternative, NASAA would respectfully suggest that this classification of qualified investor 
be required to own and invest a greater quantity of investments, such as $250 million. This 
higher threshold would greatly increase the likelihood that professional advisers manage the 
portfolio, due to its size. Language addressing this issue could appear as follows; 

(xiii) any governmental or political subdivision, agency or 
instrumentality of a government who owns and invests on a 

discretionary basis not less (I) than $250.000.000 

$50j000,000 in investments, or (Il'l than $50.000.000. 
provided that investments are managed bv (AA> a bank tas 
defined in oaragraDh (6) of this subsectionl: (BB> a savings 
and loan association tas defined in section Sfbf of the 
Federal Deposit Insurance Acti. fCCi a broker, dealer, or 
insurance company (as defined in section 2(al(131 of the 
Securities Act of 19331. (DPI an investment adviser 
registered under the Investment Advisers Act of 1940 or 
with any state, or (EEl a foreign bank (as defined in section 
1 fbV71 of the International Banking Act of 1 9781. 

9. True Functional Regulation of Banks who act as Investment Advisers. 

To provide for true functional regulation over persons providing investment advice to 
others for compensation, NASAA would respectfully suggest an amendment to the definition of 
"investment adviser" found at Section 202(aXll) of the Investment Advisers Act of 1940, in 
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addition to Section 217 of H.R. 10. Just as advisers to investment companies should be subject 
to the substantive regulatory provisions of the Investment Advisers Act of 1940, NASAA 
believes it imperative that advisers to retail clients be subject to appropriate federal and State 
provisions, regardless of whether the investment advice is offered by a tank or nonbank adviser. 

Coi^istent with the exceptions for "qualified investors,” it would appear consistent to 
permit banks to provide advice to "qualified investors" other than investment companies and still 
maintain the exception from the definition of "investment adviser" This exception would also be 
consistent with the private securities offering exception in proposed Section 3(aX4KBXvii) 
discussed previously. NASAA's concern is that those advisers providing advice to retail clients 
be subject to even-handed and fair regulation at the local level. 

NASAA would respectfully suggest that the proposed definition of "investment adviser" 
be amended slightly as follows (this language assumes the amendment proposed at Section 217 
ofH.R. 10): 


(11) "Investment adviser' means any person who, for 
compensation . but does not include (A) a bank, or any bank 
holding company as defined in the Bank Holding Company Act of 
1956 which is not an investment company, except that the term 
'investment adviser' includes any bank or bank holding company to 
the extent that such bank or bank holding company acts as an 
investment adviser to a registered investment company or to any 
person other than a 'qualified investor.' as that term is defined in 
section 3faMS51 of the Securities Exchange Act of 1934 . but if. in 
the case of a bank, such services are performed through a 
separately identifiable department of division, the department or 
division, and not the itself shall be deemed to be the 
investment adviser . . . 


National Association of Insurance Commissioners 

April 22, 1999 

Honorable Tom Bliley 
Chairman 

Committee on Commerce 
2125 Rayburn HOB 
Washington, DC 20515 

Honorable John D. Dingell 
Ranking Minority Member 
Committee on Commerce 
2328 Rayburn HOB 
Washington, DC 20515 

State Insurance Regulators Oppose HR 10 as Passed by the House Banking 
Committee Because the Bill Is Hostile to Consumers and the States 

Gentlemen: HR 10, as passed by the House Committee on Banking and Financial 
Services, is very harmful to insurance consumers and the States. Consequently, we 
believe it is absolutely essential that the Committee on Commerce exercise its juris- 
diction over insurance matters to fix HR 10, and protect the American public from 
the dangers of unregulated insurance products in the marketplace. 

In its current form, HR 10 needlessly sweeps away State authority used to regu- 
late the solvency and market conduct of insurance activities conducted by banks and 
traditional insurers that affiliate with them. If the Federal government prevents the 
States from supervising those insurance activities, they will not be regulated at all. 
There is no Federal guarantee program for insurance losses, so the costs of such reg- 
ulatory failures will fall directly upon policyholders, claimants, State guarantee 
funds, and State taxpayers. 

The NAIC requests that the Committee on Commerce correct the insurance regu- 
latory problems in HR 10. To help accomplish that goal. State regulators are under- 
taking two important initiatives — (1) NAIC is providing the Commerce Committee 
with a package of amendments to HR 10 that, if adopted, will adequately protect 
insurance consumers and the States without impairing the goals of the bill’s spon- 
sors; and (2) NAIC and State regulators are commencing an intensive, public cam- 
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paign to inform consumers, State officials, and Members of Congress regarding the 
harm that passage of HR 10 will cause. 

As an organization of State officials responsible for protecting the public, the Na- 
tional Association of Insurance Commissioners (NAIC) pointed out the following se- 
rious flaws in HR 10 during our testimony before the House Banking and Financial 
Services Committee on February 11, 1999. 

• HR 10 flatly prohibits States from regulating the insurance activities of banks, 

except for certain sales practices. There is no justification for giving banks an 
exemption from proper regulations that apply to other insurance providers. 

• HR 10 prohibits States from doing anything that might “prevent or restrict” 

banks from affiliating with traditional insurers or engaging in insurance activi- 
ties other than sales. This exceedingly hroad standard undercuts ALL State su- 
pervisory authority because every regulation restricts business activity to some 
degree. HR lO’s total preemption of State consumer protection powers goes far 
beyond current law, and casts a dangerous cloud over the legitimacy of State 
authority in countless situations having nothing to do with easing financial in- 
tegration for commercial interests. It could also throw into question the regu- 
latory cooperation between State insurance regulators and Federal banking 
agencies being achieved under current law. 

• HR 10 uses an “adverse impact” test to determine if State laws or regulations are 

preempted because they discriminate against hanks. This unrealistic standard 
fails to recognize that banks are government-insured institutions which are fun- 
damentally different from other insurance providers. Sound laws and regula- 
tions that are neutral on their face and neutral in their intent would still be 
subject to preemption under such a standard. 

• HR 10 does not guarantee that State regulators will always have equal standing 

in Federal court for disputes which may arise with Federal regulators. 

Frankly, we are quite disappointed and concerned that the House Banking and 
Financial Services Committee chose not to fix these and other problems pointed out 
by NAIC. We were told that all parties affected by HR 10 will suffer a certain 
amount of pain, but nobody has informed insurance consumers that they are among 
the groups who will suffer when State laws and regulations are preempted. 

The NAIC and State insurance regulators strongly oppose HR 10 as passed by the 
Banking and Financial Services Committee. Nor do we believe the public will be 
complacent about the negative impact that HR 10 will have upon the safety and 
soundness of financial products involving insurance, a unique product which is pur- 
chased to protect people during the times in their lives when they are most vulner- 
able. 

The NAIC looks forward to working positively and cooperatively with the Com- 
merce Committee and its Members as you perform your responsibilities on HR 10. 
We cannot — and will not — stand by silently if the push for HR 10 becomes a means 
for effectively deregulating the insurance activities of banks and the traditional in- 
surance providers who affiliate with them. The public interest would not be served 
with that outcome. 

Sincerely, 


George M. Reider, Jr. 

President, NAIC 
George Nichols, III 

Chairman, NAIC Committee on Financial Services Modernization 


cc: Honorable Michael G. Oxley, Chairman 

Honorable Edolphus Towns, Ranking Minority Member 
Subcommittee on Finance and Hazardous Materials 
Members of the Committee on Commerce 


ABA Securities Association 

April 21, 1999 

The Honorable Thomas J. Bliley, Chairman 
The Committee on Commerce 
2125 Rayburn House Office Building 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairman Bliley: In this letter, the ABA Securities Association (“ABASA”) 
respectfully submits its views on the capital markets provisions in H.R. 10, the “Fi- 
nancial Services Act of 1999,” which the Commerce Committee is scheduled to con- 
sider during the next month. ABASA is a separately-chartered subsidiary of the 
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American Bankers Association (“ABA”) that represents the banking organizations 
that are most actively involved in securities and capital markets. 

In general, ABASA strongly supports the existing capital markets provisions of 
H.R. 10. Among its many positive provisions are full securities underwriting and 
dealing authority for affiliates and subsidiaries of banks; removal of the existing 
prohibition on director, officer, and employee interlocks between banks and securi- 
ties firms; broadened “merchant banking” investment authority; increased authority 
for banks to underwrite and deal in municipal bonds; and an expanded definition 
of the types of financial activities in which bank holding companies would be per- 
mitted to engage. 

At the same time, H.R. 10 would significantly roll back the existing securities law 
exemption from broker-dealer regulation that is now expressly applicable to all 
banks. The result would be that certain lawful banking activities would be “pushed 
out,” or exposed to push-out, from the bank to a separate affiliate that was reg- 
istered and regulated as a securities broker-dealer. However, H.R. 10 recognizes 
that many of the traditional banking activities should not trigger brokerage reg- 
istration. H.R. 10 does this through a series of narrowly drawn exemptions from 
push-out for specific types of activities in which banks currently engage. 

ABASA has long opposed push-out provisions as costly, unnecessary, and incon- 
sistent with the fundamental purposes of financial services modernization. Despite 
this long-held position, ABASA has continually worked hard and in good faith to 
support a constructive compromise on push-outs that would help lead to passage of 
an overall bill that included the positive capital markets provisions described above. 
These efforts have included many worthwhile exchanges with your Committee, the 
House Banking Committee, the Senate Banking Committee, the federal banking 
regulators, the Securities and Exchange Commission, and the Treasury Department. 
In addition, at the request of House leadership in the 105th Congress, ABASA par- 
ticipated with our colleagues at the Securities Industry Association (“SIA”) in com- 
promise discussions regarding this same issue. 

After many years of these intensive discussions and negotiations, the result has 
been an extremely hard-fought and carefully-balanced compromise involving sub- 
stantial concessions from all parties involved. The compromise replaces the existing 
blanket exemption from push-out for all banking activities with a set of specific stat- 
utory exemptions for particular types of banking activities that have been and will 
continue to be more appropriately regulated under the banking laws than the secu- 
rities laws. Other existing banking activities not covered by the exemptions — such 
as retail securities brokerage — would be pushed out to a broker-dealer. All of these 
new exemptions are spelled out in detail in statutory language in order to provide 
market participants with some high degree of certainty. 

In this context, ABASA strongly supports the push-out provisions in the Senate 
Banking Committee’s version of financial reform legislation. ABASA also continues 
to support the push-out provisions of H.R. 10 as reported by the House Banking, 
which, although involving more push-outs than the Senate version, is nevertheless 
consistent with the fundamental compromise described above. Indeed, it is our un- 
derstanding that the H.R. 10 provisions are nearly identical to those included in the 
financial services legislative compromise that resulted at the end of 1998 from last 
year’s negotiations among you and the Chairmen of the House and Senate Banking 
Committees, and that the SEC, while not agreeing to this version, made clear at 
the end of last year’s debate that they would not strongly oppose the final com- 
promise bill that included these provisions. 

Accordingly, ABASA urges the Commerce Committee to adopt the securities and 
capital markets provisions in H.R. 10, including the push-out provisions reflecting 
the compromise discussions from last year. We firmly believe that the hard-fought 
compromise it reflects is an extremely delicate one, and that any significant depar- 
ture from it would jeopardize critical support for the overall legislation. 

Thank you for considering our views. We look forward to working with you and 
your staff, and answering any questions you may have. 

Sincerely, 


The ABA Securities Association 


cc: The Honorable John D. Dingell, Ranking Minority Member, 
Committee on Commerce 
The Honorable Michael G. Oxley, Chairman, 

Subcommittee on Finance and Hazardous Materials 
The Honorable Edolphus Towns, Ranking Minority Member, 
Subcommittee on Finance and Hazardous Materials 
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ABA Insurance Association 

April 15,1999 


The Honorable John D. Dingell 
Ranking Minority Member 
The Committee on Commerce 
2322 RHOB 


U.S. House of Representatives 
Washington, DC 20515 

Dear Rep. Dingell: The American Bankers Association Insurance Association, 
Inc., is writing regarding the insurance provisions in H.R. 10, which has been ap- 
proved by the House Banking and Financial Services Committee and is now pending 
in the House Commerce Committee. The ABA Insurance Association (ABAIA) is an 
affiliate of the American Bankers Association. Its members are the leading banking 
organizations in the United States involved in the business of insurance. 

While the insurance provisions in H.R. 10 are not perfect, ABAIA supports them. 
As approved by the House Banking Committee, the bill would permit banks to affil- 
iate with an insurance company or insurance agency. Such affiliates would be regu- 
lated principally by the states, subject to an anti-discrimination standard intended 
to ensure that banks and their insurance affiliates are treated fairly. States would 
have the right to review affiliations between banks and insurance firms, and the 
federal banking regulators would be required to defer to the states in the examina- 
tion and supervision of insurance affiliates. 

The insurance provisions in H.R. 10 reflect a fragile compromise between the in- 
terests of the banking and insurance industries, state and federal regulators, and 
consumers. These provisions, particularly Section 104, reflect months of negotiations 
between interested parties, including ABAIA, and we fear that a departure from 
them could cause the entire bill to unravel. Therefore, we urge you to maintain the 
compromise as it stands. 

We would, however, like to raise two matters, which are not within the scope of 
the insurance compromise. First, Section 176 of the bill directs the federal banking 
regulators to establish an “appropriateness” standard applicable to the sale of insur- 
ance by a bank. This is an undefined standard, which we fear could lead to signifi- 
cant litigation. Furthermore, it is a standard that would be applicable only to banks 
engaged in the sale of insurance, not to insurance companies or agencies unaffili- 
ated with banks. Consumer confusion would be inevitable. Therefore, we recommend 
the elimination of this requirement. 

Second, Section 305 prohibits a national bank or a subsidiary of a national bank 
from underwriting or selling title insurance, unless the bank or subsidiary was en- 
gaged in the activity prior to the date of enactment of the bill. This is an anti-com- 
petitive provision that simply has no place in a financial modernization bill. Title 
insurance sales, in particular, pose no safety and soundness threat to a bank or its 
depositors. With this provision in place, a mortgage banking subsidiary of a national 
bank could not sell title insurance lawfully underwritten by a holding company affil- 
iate. We urge the elimination of this anti-competitive, anti-consumer provision. 

Thank you for your consideration of these views. 

Sincerely, 


ABA Insurance Association 


[Wednesday, April 28, 1999 — The Wall Street Journal] 

Sitting Pretty 

By S. Karene and David Wessel, Staff Reporters of The Wall Street Journal 

When Asia’s economies hit the skids nearly two years ago, it looked like Down 
Under was soon to be down and out. 

After all, 60% of Australia’s export goods were bound for Asia, many of them com- 
modities such as copper, nickel and aluminum, whose prices were tumbling. Asians 
also accounted for about half the nation’s foreign tourists, and hotels like the 
Radisson Resort, along the beach-strewn Gold Coast of Australia’s eastern shore, 
soon reeled from a decline in arrivals. Several private economists looked around and 
cut their growth forecasts. 

But Australia hasn’t just avoided the Asian-Pacific downturn; it has roared ahead. 
While the economies of most of its Asian trading partners contracted last year, Aus- 
tralia’s expanded 5.1%, surpassing the U.S.’s 3.9% pace and making it one of the 
fastest-growing economies in the developed world. And 1999 is likely to be its eighth 
consecutive year of growth. 
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After a decade of unflattering comparisons to Asia’s once-booming economies, Aus- 
tralia now is basking in praise from the most unlikely sources — including the proud 
Singaporeans who had looked down on Australians as poor cousins. 

Tortoise vs. Hare 

During a visit to Australia last month, Singapore Prime Minister Goh Chok Tong 
recalled the fable of the tortoise and the hare, likening Australia to the tortoise who 
surprises the Asian hares by winning the race. “Australia has a good record over 
the past 15 years or so” of policies that “have given an underpinning to the country,” 
Mr. Goh said. “In many parts of Asia, we were concentrating on fast growth, quick 
infrastructure, but forgetting the fundamentals.” 

What accounts for Australia’s success? Equal parts good fortune and good man- 
agement. 

Australia’s central bank had begun cutting interest rates for domestic reasons a 
year before the Asian crisis began in July 1997, so there was a strong dose of stim- 
ulus in the country’s economic pipeline. Moreover, the nation had weathered an 
Asian-style banking aft in the 1980s; by the mid-1990s. Its banks had been rebuilt 
and its regulators were battle-hardened. 

“The one, two and three main reasons that Australia isn’t in the contagion is be- 
cause of the strength and soundness of the hanking system.” says Robert Joss, an 
American banker recruited in 1993 to turn around Westpac Banking Corp., one of 
Australia’s biggest banks, after it nearly collapsed under bad debt. 

On the management front, Australia let its dollar float freely back in 1983, so it 
had no rigid exchange rate to defend, as did such countries as South Korea and 
Thailand, which tried unsuccessfully and expensively to tie their currencies to the 
U.S. dollar. Once the Asian crisis was afoot, its central bank — in contrast to that 
of neighboring New Zealand — read the situation correctly, and didn’t tighten mone- 
tary policy to shore up its currency. 

Meanwhile, Australian exporters — which deregulation and privatization had 
forced to become more nimble — diverted their wares from sinking Asian economies 
to healthier ones elsewhere. When the South Korean market went sour, for example, 
Qantas Airways redeployed aircraft on more promising Indian routes. As Indonesia’s 
economic crash hammered sales of live cattle there, Australian producers began 
wooing buyers In Mexico and Libya. All told, Australia’s sales of goods to Asia, in- 
cluding Japan, slid 6% last year, in value terms, from 1997, while exports to the 
U.S. and Europe climbed 34% and 42%, respectively. And its total exports of goods 
and services rose in 1998, by a modest 2%, to 114.9 billion Australian dollars 
(US$74.56 billion). 

Australia’s floating dollar apparently has allowed it “to sail almost unscathed 
through the Asian crisis,” says Paul Krugman, an international economist at the 
Massachusetts Institute of Technology. In a new book, he asks: “If Australia could 
so easily avoid getting caught up in its neighbors’ economic catastrophe, why 
couldn’t Indonesia or South Korea do the same?” 

His controversial answer: The financial markets have a double standard. When 
the currency of a country in which they have confidence, say Australia, plunges, 
they see it as an excuse to buy; the country benefits, and the market’s good opinion 
is confirmed. When the same thing happens elsewhere — in Indonesia, for example — 
investors flee, the country suffers, and the market’s bad opinion is ratified. 

But John Edwards, chief economist of HongkongBank of Australia Ltd., contends 
that the answer lies in the structural changes Australia has made. “They weren’t 
the reason we grew, but they were the reason we weren’t a victim of the Asian cri- 
sis, although we shared a number of characteristics of countries that were victims.” 
These include a heavy foreign-debt load and a relatively big deficit in the current 
account, a gauge of trade in goods and services, plus certain fund transfers. 

Though “you can’t just take a template from somewhere else and slap it on,” Aus- 
tralia is “an inspiration for implementing tough economic reforms,” because it has 
overcome “a number of challenges that Asian economies are going to face,” says Alex 
Erskine, who watched the Asian crisis unfold as Citibank’s regional market strate- 
gist in Singapore. 

Of course, the story isn’t over yet. Economic growth is likely to slow in the months 
ahead, though the IMF is predicting better than 3% growth for 1999, and Aus- 
tralia’s already large trade deficit is widening. 

However, for all their differences in geography, natural resources, history and cul- 
ture, Asia’s economies might have learned something by stud3dng Australia’s mis- 
takes of the 1980s. 

Long before Asia overdosed on easy credit, Australia had done much the same 
thing, though on a smaller scale. It deregulated its financial sector and, in 1985, 
opened the doors to 16 foreign banks. Hungry for market share, the new competitors 
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from abroad lent readily, which spurred lending at the four big domestic banks, in- 
cluding Westpac. Real-estate prices soared, and a crop of highflying entrepreneurs 
emerged, including Perth businessman Alan Bond, with his flagship Bond Corp. 
Holdings Ltd. By the early 1990s, a recession had pricked the asset bubbles. Mr. 
Bond’s empire collapsed, owing creditors $10 billion, and he now is in jail for cor- 
porate misdeeds. Regulators say troubled debt now amounts to 1% of the out- 
standing loans of all banks in Australia, down sharply from a 1992 peak of 10%. 

Before the 1980s crisis, the science of assessing credit risk “just didn’t exist” in 
Australian banking, says Les Phelps, executive general manager of the nation’s 
bank regulator. In its wake, banks such as Westpac moved to implement a better 
risk-management system and provide greater disclosure, and regulators added staff, 
increased the frequency of bank visits, and standardized and tightened definitions 
of such things as troubled assets. 

“After the disasters of the cowboy era, everybody got religion,” says Mr. Joss, who 
recently left Westpac to become dean of Stanford University’s business school. “Cor- 
porate balance sheets are much healthier in Australia today than they were six or 
eight years ago.” As both equity and debt capital got scarcer, Australian companies 
had to manage resources better, something that Asian companies must learn to do, 
he says. The government, too, is in better financial shape today, having recorded 
a budget surplus, excluding asset sales, last year and predicting another surplus for 
the fiscal year ending in June. 

As a result, Australia was better prepared than some other economies when Thai- 
land’s 1997 devaluation set off a chain reaction that turned growth in Asia into re- 
cession. Not surprisingly, the Australian dollar fell, losing 25% of its value as. the 
crisis deepened. The currency, which had been at 80 U.S. cents in late 1996, weak- 
ened to 74 cents after Thailand devalued, and touched bottom at 55 cents after Rus- 
sia’s default and devaluation in August 1998. 

Inside the Australian central bank, however, policy makers concluded that the 
country’s dollar would have to stay weak for at least six months before a resulting 
rise in import prices would stoke inflation. Betting correctly that the currency would 
rebound, the bank, unlike many of its counterparts, didn’t tighten monetary policy, 
though it spent US$2.5 billion, 20% of its hard-currency hoard, to buy the Aus- 
tralian dollar in an effort to stem selling that was deemed mostly “speculative.” Its 
wager paid off; the Australian dollar has been hovering around 63 U.S. cents, and 
inflation has been steady at around 1.6%. 

Central bank chief Ian Macfarlane remains cautious, however. “We had been ex- 
pecting a noticeable slowdown, and we still are,” he says. “But it will be a slowing 
off a much higher basis than we formerly thought.” 

What happened in New Zealand, which also overhauled its economy in the 1980s, 
underscores the importance of Mr. Macfarlane’s policy decision. New Zealand’s cen- 
tral bankers had been tightening monetary policy through the end of 1996 to cool 
inflationary pressures, and began easing in early 1997. But partly out of fear that 
the weakening New Zealand dollar would stir up inflation. It didn’t ease quickly 
enough — and a recession ensued. 

“We’d probably have eased more if we’d actually had a realistic understanding” 
of the magnitude of both the Asian crisis and a drought that hurt local agricultural 
production, says Donald Brash, New Zealand’s central banker. Still, Mr. Brash 
thinks that because of the time it takes for such changes to affect an economy, mon- 
etary policy would have needed to be “much easier in 1996” to stop New Zealand — 
whose economy now is growing again — from sliding into recession in early 1998. 

But propelling a capitalist economy forward takes more than strong banks and 
central bankers who are prepared to risk a weakening currency. It also takes busi- 
nesses that can and do respond when the world around them changes. 

For years, Australian businesses and workers had struggled to cope with the dis- 
mantling of policies that, in the government’s view, were restraining the Australian 
economy. Tariff barriers protecting Australian industries were stripped away. The 
rigid national wage-setting structure that had governed pay has moved toward a 
productivity-based system of labor agreements reached at individual, companies. Air 
travel, electricity and telecommunications have been opened to competition. 

The changes were painful and controversial, but the resulting flexibility now is 
yielding benefits. 

Take, for example. Zip Heaters (Aust) Pty. Ltd., Sydney, which makes instant 
water heaters for hot drinks. Like many other Australian manufacturers, Michael 
Crouch, chairman of the closely held company, which employs about 200, decided 
in the mid-1980s to look outside Australia to build his business. Zip now exports 
to about 20 countries, deriving 65% of its earnings from overseas. Indeed, Mr. 
Crouch boasts that several world leaders, including British Prime Minister Tony 
Blair, use Zips; Mr. Blair’s office wouldn’t comment, citing a standing policy. 
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Before the Asian crisis, Zip was exporting about 10% of its output to Asia. That 
figure has been halved, but Zip has shifted its focus to the buoyant British market, 
where Mr. Crouch says sales have more than offset the Asian slump. 

Over the past five years, deregulation has cut his business costs — helping trim 
20% off Zip’s energy bills, for example. But Mr. Crouch credits Australia’s low inter- 
est rates — ^Australian companies can borrow at about 5% to 6% — and its flexible ex- 
change rate as the biggest factors in his company’s favor. “I can’t emphasize enough 
how important that has been to Australian manufacturers,” he adds. 

Mr. Oxley. I thank the gentleman. 

The gentleman from Oklahoma, Mr. Largent. 

The gentleman from Illinois, Mr. Shimkus. 

The gentleman from New York, Mr. Lazio. 

Mr. Lazio. Just briefly, Mr. Chairman. I want to thank you for 
the wonderful work you did last year for removing the H.R. 10. 
This is another significant opportunity for the committee to step 
forward and to affirm the evolution of the marketplace. I think in 
many ways that is exactly what H.R. 10 is. We are affirming the 
evolution of the marketplace. The demand is driving the integra- 
tion of financial services, and if there is any doubt about that, cer- 
tainly the Citigroup merger was a reaffirmation of the fact that 
there is enormous demand for risk products through the insurance 
affiliates, securities products to fulfill the hunger for the capital 
needs throughout the world, and banking products which in many 
ways are defying our ability to define them in pure terms. What 
is a derivative? What is a mortgage-backed security? It is partly a 
risk instrument, partly an investment instrument; certainly in 
many ways a security instrument. 

So I want to compliment you, Mr. Chairman, and I want to com- 
pliment Chairman Greenspan for his constructive and sustained ef- 
forts both in the Banking Committee and Commerce Committee. 
This has developed into an important partnership and has brought 
us to where we are on the verge of providing the framework for the 
21st century for our American financial services enterprises to 
thrive throughout the world and to meet the demand in insurance 
and securities and banking. 

Mr. Oxley. I thank the gentleman. 

[Additional statements submitted for the record follow:] 

Prepared Statement of Hon. John Shadegg, a Representative in Congress 
FROM THE State of Arizona 

Thank you Mr. Chairman. I am pleased that Federal Reserve Chairman Green- 
span is able to join us today to discuss financial services modernization, an issue 
that has become a perennial topic for this committee. 

I am an ardent supporter of financial modernization and believe this legislation 
is necessary to allow America’s banking and financial services to compete in the 
global market. Financial services legislation is needed to repeal the Depression-era 
banking laws created in response to a decade of financial loss, the crash of the stock 
market, and numerous bank closures. These laws, including the Bank Holding Com- 
pany Act and the Glass-Steagall Act, separated banking and insurance activities, 
and banking and securities activities, respectively. 

It was believed that banks, whose main function is to protect the customer’s fi- 
nancial holdings, should not engage in risk-oriented financial services such as secu- 
rities and insurance. At the time, this separation of activities was expected to pre- 
vent future bank failures incorrectly attributed to involvement in securities. In fact, 
many bank failures during this era were not a direct result of securities activity but 
rather this mishandling of deposits by the banks themselves. Mr. Glass recognized 
this and attempted to repeal his own legislation only one year later. 

There is now widespread consensus that banks, securities firms, and insurance 
companies should be afforded the opportunity to consolidate their services to provide 
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customers one-stop shopping for financial products. However, I share Chairman 
Greenspan’s reservations about allowing these services to be provided through an 
operating subsidiary of a bank holding company. 

Although the banking laws of the 1930’s may have been misguided in their at- 
tempts to rectify the economic crisis that existed, I believe the financial services leg- 
islation approved by the this subcommittee should provide consumers protection 
against any future financial crisis. This can best be achieved through affiliates of 
a financial holding company. A financial holding company provides multiple finan- 
cial services to consumers while separating the high risk securities and insurance 
activities from the federally insured banking activity. 

Furthermore, if we are to maintain the current regulatory standards over bank- 
ing, securities and insurance products, functional regulation must be a key compo- 
nent of financial services legislation. Specifically, the regulation of securities by the 
Securities and Exchange Commission and the regulation of insurance products by 
state insurance agencies is vital to providing consumers the most sound financial 
services available. 

Again, I thank Chairman Greenspan for appearing before this subcommittee 
today and I commend Chairman Bliley and Chairman Oxley for their leadership on 
this issue. As a new member of the House Commerce Committee, I look forward to 
addressing H.R. 10, the Financial Services Act of 1999, more closely and creating 
a reform package that will provide consumers comprehensive and affordable finan- 
cial services. 


Prepared Statement of Hon. Tom Barrett, a Representative in Congress 
FROM THE State of Wisconsin 

Mr. Chairman and Democratic Ranking Member Dingell, I appreciate the oppor- 
tunity to submit opening remarks for today’s hearing on H.R. 10, the Financial Mod- 
ernization Act. 

Nearly 70 years has passed since Congress enacted laws governing the financial 
services industry. Although these laws have served our country well for many years, 
no one could have envisioned the global and technologically sophisticated financial 
marketplace that exists today. 

The financial services marketplace is evolving at a fast and furious pace, and the 
complexity of services offered by financial institutions challenges the capacity of the 
existing regulatory structure to meet market needs while safeguarding consumers. 

After many years of debate on this issue, I hope that this Congress will enact a 
financial modernization bill that will benefit consumers while ensuring that our fi- 
nancial services industry can operate efficiently, competitively and securely in the 
21st century. 

H.R. 10 is now before this committee. As we move this legislation forward, I hope 
that the members of this committee will not lose sight of the needs of local commu- 
nities, especially underserved urban and rural neighborhoods. In our pursuit to 
modernize the financial services system, we need to make sure it works for all com- 
munities. 

As we all know, the future of our local communities, and the Community Rein- 
vestment Act (CRA) in particular, has been a key issue in legislative efforts to over- 
haul our nation’s outdated laws governing the financial services industry. 

I am very pleased that the House Banking Committee reported out a bill that pre- 
serves CRA and expands it to cover the new wholesale financial institutions estab- 
lished in H.R. 10. CRA has proven to be necessary and effective. This law has chan- 
neled over $680 billion in reinvestment dollars for home loans, small business devel- 
opment and economic revitalization programs in low-income urban and rural neigh- 
borhoods across our country. 

I thank Chairman Alan Greenspan for being here today, and I also want to take 
this opportunity to applaud him for his testimony about the success of CRA before 
the House Banking Committee in February. To quote Mr. Greenspan, CRA has 
“very significantly increased the amount of credit that’s available in the commu- 
nities, and if one looks at the detailed statistics, some of the changes have really 
been quite profound.” 

I would also be remiss if I did not say that I am appalled by Senator Gramm’s 
attempt to scale back CRA, and limit its impact. The bill that Senator Gramm 
pushed through the Senate Banking Committee would exempt more than 60% of all 
banks nationwide, and almost 75% in Wisconsin. I strongly oppose this legislation, 
and will oppose any bill that weakens CRA. 

As this committee meets once again to consider a rewrite of our nation’s financial 
services laws, we have an opportunity to preserve and expand CRA. Although I un- 
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derstand that it will be difficult to push through any changes that would expand 
CRA-like obligations to insurance companies, securities firms, mortgage firms and 
other financial companies allowed to affiliate with banks, I still plan to pursue these 
issues. 

These issues are very important to address because H.R. 10 would permit the un- 
precedented conglomeration of banks, securities firms, and insurance companies. 
These huge financial conglomerates would be allowed to shift their activities from 
banks to CRA-exempt affiliates and subsidiaries. Therefore, banks would have fewer 
resources to make home and small business loans to low- and moderate income com- 
munities. 

Mr. Chairman and Mr. Dingell, I sent over three proposals to the Democratic staff 
a few weeks ago that I hope you will consider including in the financial moderniza- 
tion markup vehicle you present to the members of this committee. They seek to 
ensure that community reinvestment keeps pace with the major structural changes 
that would occur in the banking and broader financial services industry as a result 
of H.R. 10. 

I would like to submit copies of each of these proposals for the record along with 
my written testimony. Two of the proposals were offered by Rep. Luis Guiterrez dur- 
ing the House Banking Committee markup of H.R. 10. One concerns a data disclo- 
sure requirement for insurance company affiliates of banks, and the other expands 
CRA to non-bank affiliates that make loans or engage in banking activities. 

The third proposal is one that I offered during a Banking Committee markup of 
H.R. 10 in the 105th Congress. It passed in committee as an amendment to H.R. 
10, but was not in the version of H.R. 10 that came up for a floor vote. It would 
establish an Advisory Council on Community Revitalization that would make rec- 
ommendations to Congress on how to meet the capital and credit needs of under- 
served communities in the wake of financial modernization. 

I would also like to submit for the record a copy of a proposal that I finished 
drafting yesterday. It simply calls on the federal financial regulatory agencies to 
conduct a study to examine the impact that H.R. 10 would have on the Community 
Reinvestment Act if enacted. If the regulators determine that the law has had an 
adversarial impact on CRA, they would have the authority to issue regulations ad- 
dressing the problem. This proposal is not controversial, and makes common sense. 
As you may know, the Banking Committee approved version of H.R. 10 already in- 
cludes a provision requiring a study on the impact H.R. 10 would have on small fi- 
nancial institutions. 

I hope that every member of this committee will support the preservation of CRA, 
and will strongly consider the proposals I have submitted for consideration today. 
They will help ensure that in our effort to update our antiquated banking laws and 
bring the U.S. financial services system into the 21st century that we do not leave 
our communities behind. 

Mr. Oxley. We now turn to our sole witness for today, the Hon- 
orable Alan Greenspan, the Chairman of the Fed. 

Mr. Greenspan, again, welcome back to the committee, and 
thank you for your good work in this and many other areas. 

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, BOARD 
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Greenspan. Thank you very much, Mr. Chairman. I would 
particularly like to thank the committee for the invitation that 
gives me the opportunity to present the views of the Federal Re- 
serve on the current version of H.R. 10. Last year I testified at 
length before this committee on many of the issues related to your 
deliberations on this legislation. In the interest of time, I thought 
it might be best if I limit my formal comments to the critical issue 
of whether the important new powers being contemplated are exer- 
cised in a financial services holding company through a nonbank 
affiliate or in a bank through its subsidiary. 

Let me be clear. We at the Federal Reserve strongly support the 
new powers that would be authorized by H.R. 10. We believe that 
these powers, however, should be financed essentially in the com- 
petitive marketplace and not financed by the sovereign credit of the 
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United States. This requires that the new activities he permitted 
through holding companies and prohibited through banks. To do 
otherwise is potentially a step backward to greater Federal sub- 
sidization and eventually to more regulation to contain the sub- 
sidies. I and my colleagues accordingly are firmly of the view that 
the long-term stability of U.S. financial markets and the interests 
of the American taxpayer would be better served by no financial 
modernization bill rather than one that allows the proposed new 
activities to be conducted by the bank as proposed by H.R. 10. In 
that regard, we join Congressman Dingell in his remarks with re- 
spect to that issue. 

Government guarantees of the banking system provide banks 
with a lower average cost of capital than would otherwise be the 
case. The subsidized cost of capital is achieved through lower mar- 
ket risk premiums on both insured and uninsured debt and 
through lower capital than would be required by the market if 
there were no government guarantees. The lower cost of funding 
gives banks a distinct competitive advantage over nonbank finan- 
cial competitors. 

Under H.R. 10, the subsidy that the government provides to 
banks as a byproduct of the safety net would be directly transfer- 
able to their operating subsidiaries to finance powers not currently 
permissible to the bank or its subsidiaries. We should be clear how 
the subsidy would link directly to an operating subsidiary. Because 
of the subsidy, the funds a bank uses to invest the equity of its 
subs are available to the bank at a lower cost than that of any 
other potential investor, save the U.S. Government. Thus, oper- 
ating subsidiaries under H.R. 10 could conduct new securities, mer- 
chant banking and other activities with a government subsidized 
competitive advantage over independent firms that conduct the 
same activity. 

H.R. 10 does not contain provisions that effectively curtail the 
transfer of the subsidy to operating subsidiaries or address this 
competitive imbalance. The provisions of H.R. 10 that would re- 
quire the deduction of such investments from the regulatory capital 
of the bank, after which the bank must still meet the regulatory 
definition of “well-capitalized,” attempt but fail to limit the amount 
of subsidized funds that an individual bank can invest in its sub- 
sidiaries. What matters is not regulatory capital, but actual or eco- 
nomic capital. The vast majority of banks now hold significantly 
more capital than regulatory definitions of “well-capitalized” re- 
quire. This capital is not “excess” in an economic sense that is 
somehow available for use outside the bank. It is the actual 
amount required by the market for the bank to conduct its own ac- 
tivities. Thus, deductions from regulatory capital would in no way 
inhibit the transfer of the subsidy from the bank to the subsidiary. 

Some have argued that the subsidy transference to the subsidi- 
aries of banks is no different from the transfer of subsidized bank 
dividends through the holding company parent to holding company 
affiliates. The direct upstreaming of dividends by a bank to its 
holding company parent that in turn invests the proceeds in sub- 
sidiaries of the holding company, while legally permissible, in fact 
does not occur. The empirical evidence indicates that, on net, at the 
largest organizations — that is, over $1 billion in assets — there has 
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been no financing of a bank’s holding company affiliates with sub- 
sidized equity of the associated bank. 

The dividend flows from banks to their parent holding companies 
have been less than the sum of holding company dividends, interest 
on holding company debt, and the cost of holding company stock 
buybacks, a substitute for dividends. All of that part of the subsidy 
reflected in earnings has flowed directly to investors. 

That bank dividends are not used to finance holding company 
subsidiaries should not be surprising. It simply is not in the inter- 
est of the consolidated banking organization to increase bank divi- 
dend flows beyond parent company capital-servicing needs because 
the resulting decline in bank capital would increase funding costs 
of the bank. 

Research at the Federal Reserve indicates that over the past 
quarter century, for the largest banks the cost of uninsured bank 
funds has tended to rise as a bank’s capital ratio fell and vice- 
versa. This is just what one should expect. As the risk-absorbing 
equity cushion falls, the risk for uninsured creditors rises. The flow 
of dividends from the bank to the parent holding company reduces 
bank capital. That reduction in turn reduces the risk buffer for un- 
insured creditors, increasing the funding costs of the bank on all 
the uninsured liabilities by more, the data show, than the small 
subsidy transference of funding the additional equity investment in 
the affiliate. 

Thus, were a bank holding company to finance its nonbank affili- 
ates from bank dividends, that is, to directly pass on the bank sub- 
sidy to the holding company affiliates, the profitability of the con- 
solidated organization would decline. If there were no net costs to 
the bank from upstreaming dividends to its parent for affiliate 
funding, it would be the prevalent practice today. It is not. In 
short, the subsidy appears to have been effectively bottled up in the 
bank. The Federal Reserve Board believes that this genie would be 
irreversibly let out of the bottle, however, should the Congress au- 
thorize wider financial activities in operating subs. Subsidized eq- 
uity investments by banks can be made in their own subsidiaries 
without increasing funding costs on all of the bank’s uninsured li- 
abilities because the consolidated capital of the bank would not 
change in the process. When a bank pays dividends to its parent, 
the bank shrinks, and its capital declines. When a bank invests in 
its subsidiary, its capital remains the same. 

None of this is relevant today since the activities authorized to 
bank subsidiaries cannot differ from those available to the bank 
itself under current law. Hence, there is no additional profit to the 
overall banking organization in shifting existing bank powers to a 
subsidiary — the activity would receive the same subsidy in the sub- 
sidiary as it now gets in the bank. But H.R. 10 would currently 
permit activities not now permitted in the bank. Those activities, 
when performed in bank subsidiaries and financed with subsidized 
bank equity capital, would increase the potential profit to the over- 
all banking organization. It would also inevitably induce the gravi- 
tation to subsidiaries of banks, not only of the new powers author- 
ized by H.R. 10, but all of those powers currently financed in hold- 
ing company affiliates at higher costs of capital than those avail- 
able to the banks. 
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How important is this subsidy? Even today when losses in the fi- 
nancial system and hence the value of the subsidy are quite low, 
the cost of debt capital to banks still averages 10 to 12 basis points 
below that of the parent holding companies. That difference in 
bond ratings today between banks and the holding companies, let 
alone the larger difference between banks and other financial insti- 
tutions, is a significant part of the 20 to 30 basis point gross mar- 
gin on an A-rated or better investment grade business loans, more 
than enough to significantly change lending behavior if it were not 
available. 

Business loan markets are particularly competitive, and hence 
there is little leeway for a competitor with higher funding costs to 
pass on such costs to the borrower. For example, the weakened 
credit standing of the Japanese banks has engendered a risk pre- 
mium that these entities have paid and today would have to pay 
to fund their U.S. affiliates. This has required them to sharply re- 
duce their business loan volume in the United States. Japanese 
bank branches and agencies in the United States have reduced 
their share of business loans from over 16 percent of the total U.S. 
market in 1995 to less than 11 percent today. 

In short, the subsidy is a critical competitive issue in competitive 
markets. Allowing the bank to inject Federal subsidies into the pro- 
posed new activities could distort capital markets and the efficient 
allocation of both financial and real resources. New affiliations, if 
allowed through banks, would accord them an unfair competitive 
advantage over comparable nonbank firms. The holding company 
structure, on the other hand, fosters a level playing field within the 
financial services industry contributing to a more competitive envi- 
ronment. 

Mr. Chairman, in addition to our concern about the extension of 
the safety net that would accompany the widening of bank activi- 
ties through operating subsidiaries, the Federal Reserve Board is 
also sensitive to the implications of operating subsidiaries for the 
safety and soundness of the parent bank. Most of the new activities 
contemplated by H.R. 10 would not be accompanied by unusually 
high risk, but they could imply more risk. Although, to be sure, di- 
versification can reduce that risk, the losses that would accompany 
riskier activities from time to time would fall on the insured bank’s 
capital if the new activities were authorized in bank subsidiaries. 
Such losses at holding company affiliates would fall on the unin- 
sured holding company. This is an important distinction for the de- 
posit insurance funds and potentially the American taxpayer. This 
potential for loss and bank capital depletion is another reason for 
urging that the new activities be conducted in a holding company 
affiliate rather than in a banking subsidiary. 

H.R. 10 is supposed to virtually eliminate this concern. The Of- 
fice of the Controller of the Currency has asserted that it would 
order an operating sub immediately to be sold or declared bankrupt 
and closed before its cumulative losses exceeded the bank’s equity 
investment in the failing sub. Combined with the provision of H.R. 
10 adjusting regulatory capital for investment in subs, this provi- 
sion is intended to cap the effect on the bank of subsidiary loss to 
the amount of the bank’s original investment. Since that amount 
would have already been deducted from the bank’s regulatory cap- 
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ital, the failure of a subsidiary, it is maintained, could not affect 
the regulatory capital of the bank. 

We had extensive experience with attempts to redefine reality by 
redefining regulatory capital in the thrift industry in the 1980’s. 
This approach was widely viewed as a major mistake whose echoes 
we are still dealing with today. Economic, as opposed to regulatory, 
capital of the bank would not, as I have already noted, be changed 
by this special regulatory capital accounting, and such deductions 
from equity capital would not be reflected under GAAP. 

Perhaps more to the point, it seems particularly relevant to un- 
derline the losses in financial markets — large losses — can occur so 
quickly that regulators would be unable to close the failing oper- 
ating sub as contemplated by H.R. 10 before the subsidiary’s cap- 
ital ran out. Indeed, losses might even continue to build, producing 
negative net worth in the subsidiary. At the time of closure of a 
subsidiary, there is nothing to prevent the total charges for losses 
against the parent bank’s regulatory capital from exceeding the 
prior deduction required by H.R. 10. And closure and bankruptcy 
can and will be tied up in courts during which time the bank’s cap- 
ital and name are at risk. Our experience following the stock mar- 
ket crash of 1987 — when a subsidiary of a major bank not only lost 
more than the bank’s investment in its sub, but the bank was un- 
able to dispose of the subsidiary for several years — underscores the 
seriousness of such concerns. 

While contemplating movements in stock prices, let me note that 
merchant banking is potentially the most risky activity that would 
be authorized by H.R. 10, and would be especially risky for the in- 
sured bank if permitted to be conducted in bank subsidiaries. 

Let me close, Mr. Chairman, by noting again that the Board is 
a strong advocate of financial modernization in order both to elimi- 
nate the inefficiencies of the current Great Depression regulatory 
structure and to create a system more in keeping with the tech- 
nology and markets of the 21st century. We strongly support the 
thrust of H.R. 10 to accomplish these objectives. Equally as strong- 
ly, however, we also believe that the new activities should be au- 
thorized for banks through the holding company structure. That 
structure, especially for the new activities, also has the significant 
benefit of promoting effective supervision and the functional regu- 
lation of different activities. The holding company structure, along 
with the so-called “Fed-lite” provisions in H.R. 10, focuses on and 
enhances the functional regulation of securities firms, insurance 
companies, insured depository institutions and their affiliates by 
relying on the expertise and supervisory strengths of different func- 
tional regulators. 

Thank you very much, Mr. Chairman. I request that my full re- 
marks be included for the record. 

[The prepared statement of Hon. Alan Greenspan follows:] 

Prepared Statement of Hon. Alan Greenspan, Chairman, Board of 
Governors, Federal Reserve System 

I would like to thank the Committee for the opportunity to present the views of 
the Federal Reserve on the current version of H.R. 10, the approach to financial 
modernization most recently approved by the House Banking Committee. Last year, 
I testified at length before this Committee on many of the issues related to your 
deliberations on this legislation. Our views have not changed on the need to mod- 
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ernize our banking and financial system, on consolidated supervision, on the empha- 
sis on reduced regulation, on the unitary thrift loophole, and especially on con- 
tinuing to prohibit hanks from conducting through their subsidiaries those activities 
that they are prohibited to do themselves. In the interest of time, however, I 
thought it might be best if I limit my formal comments only to the latter, that is, 
the setting of the underlying structure of American banking in the 21st century. The 
issue is whether the important new powers being contemplated are exercised in a 
financial services holding company through a non-bank affiliate or in a bank 
through its subsidiary. Such a decision would be of minor significance, and decidedly 
not a concern of legislators and regulators, if banks were not subsidized. 

We at the Federal Reserve strongly support the new powers that would be author- 
ized by H.R. 10. We believe that these powers, however, should be financed essen- 
tially in the competitive market place, and not financed by the sovereign credit of 
the United States. This requires that the new activities be permitted through hold- 
ing companies and prohibited through banks. 

Operating Subsidiaries 

The Board believes that any version of financial modernization legislation that au- 
thorizes banks to conduct in their subsidiaries any activity as principal that is pro- 
hibited to the bank itself, is potentially a step backward to greater federal subsidiza- 
tion, and eventually to more regulation to contain the subsidies. I and my col- 
leagues, accordingly, are firmly of the view that the long-term stability of U.S. fi- 
nancial markets and the interests of the American taxpayer would be better served 
by no financial modernization bill rather than one that allows the proposed new ac- 
tivities to be conducted by the bank, as proposed by H.R. 10. For reasons I shall 
discuss shortly, the Board is not dissuaded from this view by provisions that have 
been incorporated in H.R. 10 to address our concerns. 

Subsidies. Government guarantees of the banking system — deposit insurance and 
direct access to the Fed’s discount window and payments system guarantees — pro- 
vide banks with a lower average cost of capital than would otherwise be the case. 
This subsidized cost of capital is achieved through lower market risk premiums on 
both insured and uninsured debt, and through lower capital than would be required 
by the market if there were no government guarantees. The lower cost of funding 
gives banks a distinct competitive advantage over nonbank financial competitors, 
and permits them to take greater risks than they could otherwise. 

The safety net subsidy is reflected in lower equity capital ratios at banks, that 
are consistently below those of a variety of nonbank financial institutions. Impor- 
tantly, this is true even when we compare bank and nonbank financial institutions 
with the same credit ratings: banks with the same credit ratings as their nonbank 
competitors are allowed by the market to have lower capital ratios. While the dif- 
ferences in capital ratios could reflect differences in overall asset quality, there is 
little to suggest that this factor accounts for more than a small part of the dif- 
ference. 

Under H.R. 10, the subsidy that the government provides to banks as a byproduct 
of the safety net would be directly transferable to their operating subsidiaries to fi- 
nance powers not currently permissible to the bank or its subsidiaries. The funds 
a bank uses to invest in the equity of its subs are available to the bank at a lower 
cost than that of any other potential investor, save the United States Government, 
because of the subsidy. Thus, operating subsidiaries under H.R. 10 could conduct 
new securities, merchant banking, and other activities with a government sub- 
sidized competitive advantage over independent firms that conduct the same activ- 
ity. That is to say, the use of the universal bank structure envisioned in H.R. 10 
means the transference of the subsidy to a wider range of financial businesses, pro- 
ducing distortions in the competitive balance between those latter units that receive 
a subsidy and identical units that do not — whether those units are subs of holding 
companies or totally independent of banking. 

H.R. 10 does not contain provisions that effectively curtail the transfer of the sub- 
sidy to operating subsidiaries or address this competitive imbalance. The provisions 
of H.R. 10 that would require the deduction of such investments from the regulatory 
capital of the bank (after which the bank must still meet the regulatory definition 
of well-capitalized) attempt, but fail, to limit the amount of subsidized funds that 
an individual bank can invest in its subs. What matters is not regulatory capital, 
but actual or economic capital. The vast majority of banks now hold significantly 
more capital than regulatory definitions of “well-capitalized” require. This capital is 
not “excess” in an economic sense that is somehow available for use outside the 
bank; it is the actual amount required by the market for the bank to conduct its 
own activities. The actual capital maintained by a bank is established in order to 
earn the perceived maximum risk-adjusted rate of return on equity. Unless this op- 
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timum economic capital is equal to, or less than, regulatory capital, deductions from 
regulatory capital would in no way inhibit the transfer of the subsidy from the bank 
to the subsidiary. 

Some have argued that the subsidy transference to subsidiaries of banks is no dif- 
ferent from the transfer of subsidized bank dividends through the holding company 
parent to holding company affiliates. The direct upstreaming of dividends by a bank 
to its holding company parent that in turn invests the proceeds in subsidiaries of 
the holding company, while legally permissible, in fact does not occur — and for good 
reasons, as I will explain below. In the 1990’s, dividend flows from banks to their 
parent holding companies have been less than the sum of holding company divi- 
dends, interest on holding company debt, and the cost of holding company stock buy 
backs, a substitute for dividends. Thus, the empirical evidence indicates that, on 
net, at the largest organizations there has been no financing of a bank’s holding 
company affiliates with subsidized equity of the associated banks. All of that part 
of the subsidy reflected in earnings has flowed to investors. (There are a few large 
individual institutions that have, in some years, upstreamed dividends in excess of 
investor payments, but the cumulative amounts are very small and the conclusions 
are unchanged.) 

That bank dividends are not used to finance holding company subsidiaries should 
not be surprising. It simply is not in the interest of the consolidated banking organi- 
zation to increase bank dividend flows beyond parent company capital-servicing cash 
flow needs because the resultant decline in bank capital would increase funding 
costs of the bank. Research at the Federal Reserve indicates that, over the past 
quarter of a century, for the largest banks the cost of uninsured bank funds has 
tended to rise as a bank’s capital ratio fell and vice-versa. This is just what one 
should expect: As the risk-absorbing equity cushion falls, the risk for uninsured 
creditors rises. The flow of dividends from the bank to the parent holding company 
reduces bank capital. That reduction, in turn, reduces the risk buffer for uninsured 
creditors, increasing the funding cost of the bank on all the uninsured liabilities by 
more — the data show — than the small subsidy transference of funding the addi- 
tional equity investment in the affiliate. 

Thus, were a bank holding company to finance its nonbank affiliates from bank 
dividends — that is, to directly pass on the bank’s subsidy to the holding company’s 
affiliates — the profitability of the consolidated organization would decline. If there 
were no net costs to the bank from upstreaming dividends to its parent for affiliate 
funding, it would be the prevalent practice today. In short, the subsidy appears to 
have been effectively bottled up in the bank. The Federal Reserve Board believes 
that this genie would be irreversibly let out of the bottle, however, should the Con- 
gress authorize wider financial activities in operating subs. Subsidized equity in- 
vestments by banks can be made in their own subsidiaries without increasing fund- 
ing costs on all of the bank’s uninsured liabilities because the consolidated capital 
of the bank would not change in the process. But since the activities authorized to 
banks’ subsidiaries cannot differ from those available to the bank itself, there is no 
additional profit to the overall banking organization in shifting bank powers to a 
subsidiary. 

But H.R. 10 would permit activities not now permitted in a bank. Those activities, 
when performed in bank subsidiaries and financed with bank equity capital would 
increase the potential profit to the overall banking organization. It would also inevi- 
tably induce the gravitation to subsidiaries of banks, not only of the new powers 
authorized by H.R. 10, but all of those powers currently financed in holding com- 
pany affiliates at higher costs of capital than those available to the bank. H.R. 10 
thus effectively authorizes all holding company powers to be funded in the bank at 
funding costs significantly lower than the funding costs of its holding company. 

For the 35 of the 50 largest bank holding companies for which comparisons are 
available, ratings on debentures are always somewhat higher at the bank than at 
the holding company parent and, of course, higher ratings translate into lower inter- 
est rates. As might be expected, the data show that the value of these differences 
in bond ratings is higher during periods of market stress, when subsidies are more 
valuable, because the market is more risk sensitive. But even today, when losses 
in the financial system are quite low, the cost of debt capital to banks still averages 
10 to 12 basis points below that of the parent holding companies. That difference 
in bond ratings today between banks and bank holding companies, let alone the 
larger difference between banks and other financial institutions, is a significant part 
of the 20 to 30 basis point gross margin on A-rated or better investment grade busi- 
ness loans — more than enough significantly to change lending behavior if it were not 
available. 

Business loan markets are particularly competitive, and hence there is little lee- 
way for a competitor with higher funding costs to pass on such costs to the bor- 
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rower. For example, the weakened credit standing of the Japanese banks has engen- 
dered a risk premium that these entities have paid — and today would have to pay — 
to fund their U.S. affiliates; this has required them to sharply reduce their business 
loan volume in the United States. Japanese bank branches and agencies in the 
United States have reduced their share of business loans from over 16 percent of 
the market in 1995 to less than 11 percent today. 

In short, the subsidy is a critical competitive issue in competitive markets. Allow- 
ing the bank to inject federal subsidies into the proposed new activities could distort 
capital markets and the efficient allocation of both financial and real resources. New 
affiliations, if allowed through banks, would accord them an unfair competitive ad- 
vantage over comparable nonbank firms. The holding company structure, on the 
other hand, fosters a level playing field within the financial services industry, con- 
tributing to a more competitive environment. 

Safety and Soundness. In addition to our concern about the extension of the safety 
net that would accompany the widening of bank activities through operating sub- 
sidiaries, the Federal Reserve Board is also sensitive to the implications of operating 
subsidiaries for the safety and soundness of the parent bank. Most of the new activi- 
ties contemplated by H.R. 10 would not be accompanied by unusually high risk, but 
they could imply more risk. The Board believes these activities add the potential 
for new profitable opportunities for banking organizations, but it is almost always 
the case that the more potentially profitable the activity, tbe riskier it is. Although, 
to be sure, diversification can reduce that risk, the losses that would accompany 
riskier activities from time to time would fall on the insured bank’s capital if the 
new activities were authorized in bank subsidiaries. Such losses at holding company 
affiliates would, of course, fall on the uninsured holding company. This is an impor- 
tant distinction for the deposit insurance funds and potentially the teixpayer. This 
potential for loss and bank capital depletion is another reason for urging that the 
new activities be conducted in a holding company affiliate rather than in a banking 
subsidiary. 

H.R. 10 is supposed to virtually eliminate this concern. As I earlier noted, the 
bank’s equity investment in the bank subsidiary under H.R. 10 would be deducted 
from the bank’s regulatory capital, with the requirement that the remaining regu- 
latory capital still meet the well-capitalized standard. At the same time, the OCC 
has asserted that it would order an operating sub immediately to be sold or declared 
bankrupt and closed before its cumulative losses exceeded the bank’s equity invest- 
ment in the failing sub. Combined with the provision of H.R. 10 adjusting regulatory 
capital for investment in subs, this provision is intended to cap the effect on the 
bank of subsidiary losses to the amount of the bank’s original investment. Since that 
amount would have already been deducted from the bank’s regulatory capital, the 
failure of the subsidiary, it is maintained, could not affect the regulatory capital of 
the bank. 

The Board is concerned that this regulatory accounting approach, that does not 
address the actual capital of a bank, could provide a false sense of security. We had 
extensive experience with attempts to redefine reality by redefining regulatory cap- 
ital in the thrift industry in the 1980’s. This approach was widely viewed as a major 
mistake whose echoes we are still dealing with today. Regulatory capital at the time 
soon began to mean nothing to the market, and, as a consequence. Congress in 
FDICIA ordered the banking agencies to follow Generally Accepted Accounting Prin- 
ciples (GAAP) whenever possible. In the current context, there is — as in the 1980’s — 
no reason to believe the new regulatory definitions will change the reality of the 
market place. Economic, as opposed to regulatory, capital of the bank would not, as 
I have noted, be changed by this special regulatory capital accounting and such de- 
ductions from equity capital would not be reflected under GAAP. It is the economi- 
cally more relevant GAAP statements to which uninsured creditors of banks look 
when deciding to deal with a bank, and they will continue to do so after financial 
modernization. Bank creditors will, in any event, continue to view the investment 
in the bank subsidiary as part of the capital protecting their position — for the sim- 
ple reason that it does. If they see the economic and GAAP capital at the bank de- 
clining as operating sub losses occur, they will react as any prudential creditor 
should — regardless of artificial regulatory accounting adjustments or regulatory 
measures of capital adequacy. 

Perhaps more to the point, it seems to me particularly relevant to underline that 
losses in financial markets — large losses — can occur so quickly that regulators would 
be unable to close the failing operating sub as contemplated by H.R. 10 before the 
subsidiaries capital ran out. Indeed, losses might even continue to build, producing 
negative net worth in the subsidiary. At the time of closure of a subsidiary, there 
is nothing to prevent the total charges for losses against the parent bank’s regu- 
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latory capital from exceeding the prior deduction required by H.R. 10.' Our experi- 
ence following the stock market crash of 1987 — when a subsidiary of a major bank 
not only lost more than the bank’s investment in its sub, but the bank was unable 
to dispose of the subsidiary for several years — underscores the seriousness of such 
concerns. 

H.R. 10 would exclude from permissible bank subsidiaries only insurance under- 
writing and real estate development. One of the permissible activities is merchant 
banking, which does not have a long or significant 20th century history in this coun- 
try. Merchant banking currently means the negotiated private purchase of equity 
investments by financial institutions, with the objective of selling these positions at 
the end of some interval, usually measured in years Merchant banking has become 
so important an element of full service investment banking in this country, so much 
so that to prohibit bank-related investment banks from participating in these activi- 
ties would put them at a competitive disadvantage. The Board has consequently 
supported merchant banking as an activity of a holding company subsidiary, but be- 
lieves it is potentially the most risky activity that would be authorized by H.R. 10, 
and would be especially risky if permitted to be conducted in bank subsidiaries. 

Existing law permits some limited exceptions to the otherwise prohibited outright 
ownership of equity by banks and their subsidiaries, but these are quite limited 
both in the aggregate and in the kinds of businesses in which equity can be pur- 
chased, as well as in the scale of each investment. True merchant banking, as envi- 
sioned by H.R. 10, would place no such limits — either per firm or in total. The po- 
tential rewards for such equity investments are substantial, but such potential gains 
are the mirror image of the potential for substantial loss. In addition, poor equity 
performance generally occurs during periods of weak nationwide economic perform- 
ance, the same intervals over which bank loan portfolios are usually under pressure, 
raising concerns about the compounding of bank problems during such periods. 

Functional Regulation 

The holding company structure — especially for the new activities — also has the 
significant benefit of promoting effective supervision and the functional regulation 
of different activities. The holding company structure, along with the so-called “Fed- 
lite” provisions in H.R. 10, focuses on and enhances the functional regulation of se- 
curities firms, insurance companies, insured depository institutions and their affili- 
ates by relying on the expertise and supervisory strengths of different functional 
regulators, reducing the potential burdensome overlap of regulation, and providing 
for increased coordination and reduced potential for conflict among functional regu- 
lators. 

Executive Branch Prerogatives 

There is a final point I want to make since it appears to have driven Treasury’s 
recent opposition to financial modernization legislation that has not adopted the 
universal bank model. It is not necessary to adopt the universal bank model in order 
to preserve the executive branch’s supervisory authority for national banks or fed- 
eral savings associations; nor is it necessary in order to preserve the share of this 
nation’s banking assets controlled by national banks and federal savings associa- 
tions. In fact, the share of assets controlled by national banks is predominant and 
growing, in part the result of the enactment of interstate branching authorities, an 
initiative the Federal Reserve fully supported. As shown in the tables in the appen- 
dix to my statement, national bank assets have increased in each of the last three 
years while state bank assets have declined over the past two years. As of year-end 
1998, 58.5 percent of all banking assets were under the supervision of the Comp- 
troller of the Currency, up from a little over 55 percent at the end of 1996. As the 
second table clearly suggests, the largest banks, especially those with large branch- 
ing systems, tend to be national banks, providing a distinct advantage to national 
banks in an environment of interstate branching. 

Furthermore, Congress for sound public policy reasons has purposefully appor- 
tioned responsibility for this nation’s financial institutions among the elected execu- 
tive branch and independent regulatory agencies. Action to alter these responsibil- 
ities would be contrary to the deliberate steps that Congress has taken to ensure 
a proper balance in the regulation of this nation’s dual banking system. 


' Moreover, should creditors of the subsidiary choose to attempt to recover their funds from 
the bank parent, the removal of the loss charged against the bank’s capital could occur only 
when a court has affirmed both the bankruptcy and the rejection of the claims on the bank 
made by the subsidiary’s creditors. This process could and would take some time, during which, 
even if the court eventually found for the bank and/or the regulator, further losses by the sub- 
sidiary could continue to impinge on the bank’s capital. And, again, the point is that the bank 
would have been at risk during that interval. 
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Summing Up 

The Board is a strong advocate of financial modernization in order both to elimi- 
nate the inefficiencies of the current Great Depression regulatory structure and to 
create a system more in keeping with the technology and markets of the 21st cen- 
tury. We strongly support the thrust of H.R. 10 to accomplish these objectives. 
Equally as strongly, however, we also believe that the new activities should not be 
authorized for banks through operating subsidiaries. We believe that the holding 
company structure is the most appropriate and effective one for limiting transfer of 
the Federal subsidy to new activities and fostering a level playing field both for fi- 
nancial firms affiliated with banks and independent firms. It will also, in our judge- 
ment, foster the protection of the safety and soundness of our insured banking sys- 
tem and the taxpayers, enhance functional regulation, and achieve all of the bene- 
fits of financial modernization for the consumer and the financial services industry. 

Table 1 — Net Change in Commercial Bank Assets trom De Novos, Mergers, and Charter 

Conversions 
Assets ($ Billions) 

1995-1998 



1995 

1996 

1997 

1998 

12/31/94- 

12/31/98 

National Banks 

Additions From: 

De Novo Banks 

4.5 

6.8 

7.6 

5.3 

24.2 

Mergers with Other Charter Types 

22.0 

86.4 

119.6 

41.3 

269.3 

Charter Conversions 

20.6 

52.5 

60.4 

15.8 

149.3 

Total Additions 

47.1 

145.7 

187.6 

62.4 

442.8 

Deletions From: 

Failures 

0.0 

0.1 

0.0 

0.0 

0.1 

Mergers with Other Charter Types 

16.2 

136.5 

8.2 

20.6 

181.5 

Charter Conversions 

49.7 

6.0 

9.2 

17.3 

82.2 

Total Deletions 

65.9 

142.6 

17.4 

37.9 

263.8 

Net Increase in National Bank Assets trom De Novos, 

Mergers, and Charter Conversions 

(18.8) 

3.1 

170.2 

24.5 

179.0 

State Banks 

Additions From: 

De Novo Banks 

11.1 

3.5 

2.4 

2.9 

19.9 

Mergers with National Banks 

16.2 

136.5 

8.2 

20.6 

181.5 

Charter Conversions 

47.9 

8.2 

14.7 

22.0 

92.8 

Total Additions 

75.2 

148.2 

25.3 

45.5 

294.2 

Deletions From: 

Failures 

0.7 

0.0 

0.0 

0.0 

0.7 

Mergers with National Banks 

22.0 

86.4 

119.6 

41.3 

269.3 

Charter Conversions 

18.9 

52.4 

47.0 

13.6 

131.9 

Total Deletions 

41.6 

138.8 

166.6 

54.9 

401.9 

Net Increase in State Bank Assets trom De Novos, 

Mergers, and Charter Conversions 

33.6 

9.4 

(141.3) 

(9.4) 

(107.7) 


Table 2 — Percent Distribution 
Various Indicators ot Relative Size By Charter Class ot Commercial Bank 
[As ot December 31, 1998] 


Charter Class 


Indicator 

National 

(OCC) 

State 

Member 

(FR) 

State Non- 
member 
(FDIC) 

Top 25 By Size 

Consolidated Assets 

71.7 

26.9 

1.4 

Domestic Deposits 

80.5 

17.1 

2.4 

Offices in U.S 

88.9 

7.4 

3.7 

Top 50 By Size 

Consolidated Assets 

69.1 

29.0 

1.9 

Domestic Deposits 

75.2 

21.9 

2.9 

Offices in U.S 

82.2 

13.7 

4.1 
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Table 2 — Percent Distribution — Continued 
Various Indicators of Relative Size By Charter Class of Commercial Bank 
[As of December 31, 1998] 


Indicator 

National 

(OCC) 

Charter Class 

State 

Member 

(FR) 

State Non- 
member 
(FDIC) 

All 

Consolidated Assets 

58.5 

24.1 

17.4 

Domestic Deposits 

57.4 

19.5 

23.1 

Offices in U.S 

57.3 

16.6 

26.1 


Number of Banks Operating Full-service Facilities In: 

2 states 53 15 35 


3 states 

8 

8 

6 

4 states 

4 

2 

1 


3 

0 

0 

More than 5 states 

11 

1 

1 


Mr. Oxley. Without objection, so ordered. We thank you for your 
testimony, Mr. Chairman, and the Chair will begin the ques- 
tioning, even though it appears that we have both the red and the 
green light on. 

As you know, the Banking Committee made some changes in the 
operating subsidiary language from the bill that passed the House 
last session. It is my understanding that the product that came out 
of the Banking Committee preserved in the operating subsidiary 
the securities underwriting and merchant banking segments and 
indeed eliminated insurance underwriting from within the op sub. 
Your view on their efforts is what? Is that a good start toward re- 
moving the operating subsidiary language totally? What is your 
opinion of what the Banking Committee did? 

Mr. Greenspan. Mr. Chairman, I think that having both securi- 
ties and merchant banking in operating subsidiaries as the struc- 
ture is envisaged in H.R. 10 creates a very serious problem for the 
structure of American banking as we enter the 21st century. A 
number of people have looked at this question of the operating sub 
versus affiliate issue either as a matter of turf between the Treas- 
ury and ourselves or strictly as a marginal question of an option 
that a banking organization should be allowed to make judgments 
on for business reasons. It is not a turf issue, it is a fundamental 
issue with respect to how the United States wishes to restructure 
its regulatory apparatus, given the extraordinary changes that are 
now currently under way in the technology of finance which is 
going to have a very dominant effect on how financial services are 
created and delivered to consumers and to business. 

If there were no subsidy involved in this issue. Congress, indeed 
no one, should question the freedom of individual business organi- 
zations to make business judgments as to where they put par- 
ticular organizations. This is not a choice. If given the opportunity, 
any sensible banker confronted with a lower cost of capital in an 
operating subsidiary than in a nonsubsidized organization would 
not consider that a choice. There is only one possibility. You put 
it in the sub of the bank. And that, in my judgment, will create 
significant corrosion to what has been a superb financial system 
that has developed in this country. 
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Mr. Oxley. You stated in your testimony that you felt that the 
subsidy amounted to about a 10 to 12 basis points advantage. Was 
that based on a study that the Fed conducted? And if you could 
perhaps give us a little better detail as to how that study was con- 
ducted. 

Mr. Greenspan. Mr. Chairman, why don’t I include for the 
record — what we did is we really tabulated for 35 bank holding 
companies the credit rating given to the debentures of the holding 
company and the credit rating given to the major bank of that 
holding company. What we found is that in no cases did the bank 
holding company have as good a rating as the bank, and in some 
cases the difference was more than just marginal. But I will in- 
clude those data for the record. 

[The information referred to follows:] 

As part of our ongoing research into the size of the safety-net subsidy, the at- 
tached tables summarize work by Federal Reserve staff to measure the difference 
in borrowing costs between the lead bank in large banking organizations and the 
holding company parent. Since 1990, the interest rate on long-term debt issued by 
the lead bank has averaged about 10 basis points less than the interest rate on com- 
parable debt issued by the bank holding company; on an annual basis, this funding 
cost advantage for the bank has ranged from about 8 to 9 basis points in recent 
years up to 14 basis points in 1990 and 1991. 

The calculation of this difference in borrowing costs is done in two steps. The first 
step compares Moody’s rating on long-term debt issued by the lead bank and by the 
parent holding company for all of the top 50 banking organizations that have rat- 
ings on comparable debt for both entities. This comparison can be done for 35 of 
the top 50 organizations. As shown in table 1, the bank debt carries a higher rating 
than the holding company debt in every case. The difference averages about 114 rat- 
ing “notches”, where one notch represents the difference between, for example, debt 
rated A1 and A2. The second step translates the 114 notch difference into the im- 
plied borrowing cost advantage for the lead banks. We do this using annual Moody’s 
indexes of interest rates on bonds at various ratings within the investment-grade 
range. Table 2 displays this borrowing cost advantage in each year since 1990. 

The notes to tables 1 and 2 provide further information about the calculations. 

Table 1 

Debt Ratings of Top 50 Bank Holding Companies and Their Lead Banks 

(Number of institutions in each category) 


Rating of Lead Bank Relative to Holding Company 


Number of In- 
stitutions 


Higher 35 

One notch 27 

Two notches 8 

Same 0 

Lower 0 

Not available 15 


Notes: This table compares the debt rating of each of the top 50 U.S. bank holding companies with the debt rating of its lead bank, 
based on data from Moody’s Investors Service, Banking Statistical Supplement, United States, August 1998. Whenever possible, we compare 
the ratings of long-term senior debt issued by the bank and the holding company; if such ratings are not available, we compare the ratings 
of long-term subordinated debt issued by both entities. This comparison could not be done for 15 of the top 50 banking organizations be- 
cause the holding company and the lead bank did not have ratings on comparable debt. For all of the other 35 banking organizations, the 
bank’s debt was rated more highly than the debt of its holding company parent. For 27 of these organizations, the bank’s debt was rated 
one “notch” above the holding company's, while for eight organizations, it was rated two notches above the holding company's. One notch 
represents the finest gradation in Moody’s rating scale; for example, one notch separate debt rated A1 and A2, while two notches separate 
debt rated A1 and A3. On average, the lead bank was rated \Vt notches above its holding company parent. 
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Table 2 

Funding Cost Advantage for Lead Banks Relative to Bank Flolding Companies 


Funding Cost 

Year Advantage (in 

basis points) 

1990 14.3 

1991 13.9 

1992 .. 11.5 

1993 .. 9.8 

1994 .. 9.0 

1995 8.2 

1996 .. 9.4 

1997 8.2 

1998 9.4 


Notes; This table values the average IVa notch rating advantage for the lead bank relative to its holding company parent. The figures in 
this table result from multiplying IVa notches by the average difference in interest rates per rating notch, evaluated annually. This difference 
was calculated from Moody’s indexes of interest rates for bonds rated Baa, A, Aa, and Aaa. Each of these broad rating categories (except for 
Aaa) contains three notches. Thus, a mid-level Baa rating is three notches below a mid-level A rating, which is itself three notches below a 
mid-level Aa rating. We assume that a mid-level Aa rating is three notches below the Aaa rating, even though there are no explicit grada- 
tions within the Aaa category. Because the Moody’s interest rates for adjacent rating categories reflect difference of three notches, we divided 
the interest-rate spread between Baa-rated and A-rated bonds by three to obtain the difference per notch, and did the same to calculate the 
per-notch interest rate spread between the A and Aa ratings and the Aa and Aaa ratings. We then averaged the resulting per-notch interest- 
rate spreads to generate the funding cost advantage shown in the table for each year. 

Mr. Oxley. Without objection, that will be made part of the 
record and we appreciate that. Let me just end with one question. 
As my memory serves me, throughout the 1980’s, the Treasury con- 
sistently opposed expanded powers for operating subs. What, in 
your estimation, is the reason that Treasury may have changed or 
I should say has obviously changed their minds in that regard? 

Mr. Greenspan. Well, that is factually correct. Indeed, having 
been involved in many endeavors jointly with Treasury to create a 
financial modernization bill, we never differed on that question. So 
that Treasury in a certain sense had been even more strongly 
against operating subs than we. 

I don’t wish to make judgments as to why this Treasury has 
come to the position that it has. That is a question, I think, most 
appropriately put to the Secretary of the Treasury when you have 
him up here. I don’t want to try to characterize his answer because 
he can do it better than I. 

Mr. Oxley. Thank you, Mr. Chairman. The gentleman from New 
York, Mr. Towns. 

Mr. Towns. Thank you very much, Mr. Chairman. The Treasury 
has criticized Japan for having extensive subsidies and conflicts of 
interest in their financial system and has encouraged the Japanese 
to adopt a holding company structure for their banking system. 
Why isn’t this good advice for the United States? 

Mr. Greenspan. Well, again. Congressman, I think that ought to 
be directed to the Secretary of the Treasury. 

Mr. Towns. But I just want to draw from all of this knowledge 
that you have and I don’t want to pass up this opportunity. 

Mr. Greenspan. Well, having heard me for the last 20 minutes 
or so, I don’t want to bore you with repeating a lot of what I have 
said previously, sir. 

Mr. Towns. Moving on, then, let me ask you this. Is it really pos- 
sible that an operating subsidiary could lose more than the capital 
of the parent bank before regulators could close the operating sub- 
sidiary? 
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Mr. Greenspan. No, it wouldn’t lose more capital than the par- 
ent bank. That would be a Herculean task. But it surely could lose 
more than the capital of the subsidiary itself, meaning more than 
the capital that the parent bank would invest in the sub. And I 
think that is the crucial issue. That is, there is a presumption that 
it is easy to insulate the parent bank from losses in the sub. Our 
experience specifically in the case which I indicated in 1987, and 
in a lot of other related issues, is that is wishful thinking. When 
we are in a financial crisis, depository institutions, whether they 
are subs or anything else, have relatively low capital. They are 
highly leveraged institutions. And you can run through that capital 
in a rapidly changing market faster than a hot knife goes through 
butter, and the notion that we regulators have the capacity to fend 
that off I think is misplaced. 

Mr. Towns. Could you explain the wholesale financial institution 
provision, how it works? 

Mr. Greenspan. There has been, as I am sure you are aware. 
Congressman, a fairly major expansion in wholesale banking and 
a demand for a lot of sophisticated services that occurs as a con- 
sequence of the really quite dramatic change in technology that has 
occurred over the years. So there is essentially some form of in- 
creased demand for an institution which would be a wholesale 
bank. It will be regulated and has the characteristics under H.R. 
10 of a regular commercial bank with the sole exception that it is 
not insured by the FDIC and cannot accept deposits below 
$100,000. So it is essentially a wholesale institution which is essen- 
tially a bank. 

Mr. Towns. Thank you. In the last Congress, this committee re- 
ported legislation that included provisions allowing the SEC to be 
a holding company, regulatory, or a broker that owned a relatively 
small bank. Do you have any objection to this provision? 

Mr. Greenspan. None whatsoever. Indeed, as I recall, we testi- 
fied I think exactly in that regard to this committee a year ago. In 
any event, should a large securities firm purchase a small bank, 
the presumption that somehow the Bank Holding Company Act 
should be applicable in the sense that it currently is envisaged sort 
of makes no sense. I mean, our view basically is that the oversight 
of the financial services holding company in that type of situation 
almost surely should be the securities firm, not the bank. 

Mr. Towns. Thank you very much Mr. Chairman. 

Mr. Oxley. The gentleman’s time has expired. The gentleman 
from Ohio, Mr. Gillmor. 

Mr. Gillmor. Thank you very much, Mr. Chairman. I would like 
to pursue, Mr. Chairman, a couple of questions on the concept of 
“too big to fail” as it functions as a practical matter. The bigger the 
institution, it gets special treatment, and I think it basically 
amounts to a subsidy by smaller and medium institutions. To what 
extent in looking at mergers do you consider that, if at all? 

Mr. Greenspan. Congressman, you are raising one of the really 
more difficult supervisory problems that we at Federal Reserve 
have. 

We are acutely aware that almost by definition a merger creates 
larger institutions and should the larger institution fail at some 
point, it clearly could have significant contagion effects in the fi- 
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nancial system and those systemic concerns obviously are crucial to 
us. 

The answer is yes, we do look at the issues and we try to envis- 
age how, should that institution run into difficulty, we would create 
a responsible liquidation, one that would not undercut the safety 
and soundness of the overall system. It is a very difficult issue. 

The presumption, however, that we will just automatically bail 
out large institutions is false. Were we actually to make that an 
issue of policy, I think we would find that the efficiency of the 
American banking system, which is really quite impressive, would 
deteriorate. Our issues face not on the question of how to keep the 
organization in place, but how you create a degree of structured liq- 
uidation so that the pieces are taken apart in a manner which does 
not create difficulties for the rest of the system. 

In any event, we don’t look at it as an issue of too big to fail. 
We look at it as an issue of very difficult to liquidate. If the mar- 
kets presumed that we really did have a too big to fail policy in 
this country, the ratings on bank debentures, even though they are 
higher than bank holding company debentures, are nowhere near 
the rating you would give to a U.S. Treasury issue or an organiza- 
tion essentially guaranteed directly or indirectly by the U.S. Gov- 
ernment. There is still a pretty big gap there which implies, fortu- 
nately, that the markets realize that an institution cannot be too 
big to fail. 

But the question you raise makes it more difficult for us and we 
have spent a considerable amount of additional time looking at 
those larger institutions in the context of the type of principle that 
I just enunciated. 

Mr. Gillmor. One of the things that I have been working on has 
been an amendment which would require that that be one of the 
factors that would be considered. And I am just wondering if you 
would have — I would like to get that language to you when we get 
it finalized but I am wondering if you would have any strenuous 
objection to that concept since, as you indicate, you are already 
looking at that to a degree. 

Mr. Greenspan. Congressman, I really don’t think that it is leg- 
islatively necessary. We have all the legislative powers that are re- 
quired to implement that particular issue. And as far as I can 
judge, not only the Federal Reserve but all of the other supervisory 
organizations, both banking and otherwise, are acutely aware of 
the issue that you raise, and it is hard for me to imagine that that 
is not an issue that is continuously on the table. 

Mr. Oxley. The gentleman’s time has expired. 

Mr. Gillmor. Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman from Michigan, Mr. Dingell. 

Mr. Dingell. Mr. Chairman. I thank you. I have here before me 
something that I am very interested in because it tells me that the 
Japanese have chosen the route of holding companies rather than 
operating subs. Is that because the banks in Japan are very weak 
and the Japanese found that not only the banking system but the 
financial system is weak and they are choosing the stronger of the 
two courses which would give them a better chance of a strong sys- 
tem and a better chance to an earlier recovery? 

Mr. Greenspan. I would say yes to both questions, yes. 
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Mr. Dingell. Mr. Chairman, I ask unanimous consent that this 
be inserted in the record at the appropriate place. 

Mr. Oxley. Without objection. 

[The information referred to follows:] 

[Tuesday, April 27,1999 — The Wall Street Journal] 

Daiwa Securities Becomes Holding Firm 
By Jathon Sapsford, Staff Reporter of The Wall Street Journal 

TOKYO — Daiwa Securities Co. Monday became the first globally recognized Japa- 
nese corporation to restructure under a holding-company format, reviving a business 
custom once banned by U.S. occupiers after World War II. 

It is a strategy the world will be hearing more of from Japan. Businesses in near- 
ly every industry — banking, telecommunications, technology and manufacturing — 
have said they are looking at remaking themselves as holding companies and then 
turning their divisions into subsidiaries as a way of cutting costs. 

Daiwa is the first big company to take the plunge. “I beheve that the conventional 
[Japanese] style ... is not sufficient for meeting future challenges,” said Daiwa Presi- 
dent Yoshinari Kara, in a full-page add in Japan’s newspapers on Monday. “This 
is why we have chosen the holding company structure.” 

Daiwa’s move, on the surface at least, will turn it into the Japanese equivalent 
of a U.S. holding company. Daiwa said It will change its name to Daiwa Securities 
Group Inc. and that this will be the entity its current stakeholders own. It will split 
its divisions off into a series of 10 subsidiaries owned by the holding company. 
Those subsidiaries will pay dividends to the parent, which in turn will pay divi- 
dends to shareholders. 

The goal for Japanese companies considering holding-company transformations is 
to reduce bureaucracy and increase flexibility. Through the holding company, cor- 
porations could “exit” businesses that aren’t making a profit by selling them off or 
folding them into a joint venture with another company that is stronger, in the 
given area. That is proving difficult for maiw big companies to do under the current 
structure, according to Japanese business officials. 

A holding-company structure would allow corporations to pay some staff more 
than others, thus rewarding initiative and performance — a practice that runs 
counter to Japan’s egalitarian pay structure. The goal is to dismantle a system 
under which employees are paid on the basis of their seniority, regardless of how 
much they contribute to the company’s bottom line. By splitting divisions into sepa- 
rate companies, Daiwa, for example, could pay retail-stock salesmen a salary com- 
mensurate with the limited skills required to sit at a branch counter and sell 
shares. 

Meantime, it could pay more to staff in its investment-banking division, which de- 
mands more experience and responsibility. “The key difference is that you can pay 
people different amounts,” said Garry Evans, a strategist at HSBC Securities Japan 
Ltd. 

Holding companies were at the center of this country’s zaibatsu, the conglom- 
erates of the pre-World War II era. The U.S. banned them during the Allied occupa- 
tion of Japan for fueling the Japanese war effort. The individual units spun off at 
that time grew into huge empires with broad lines of businesses under the same 
roof 

Now, companies ranging from big banks such as Sanwa Bank Ltd. and Fuji Bank 
Ltd. to manufacturer’s like Nissan Motor Corp. and telecommunications company 
Nippon Telegraph & Telephone Co. have expressed interest in the holding-company 
format. 

Tax issues, however, remain a big hurdle. Transferring assets from a parent com- 
pany to a subsidiary is a process subject to a “gift tax” under Japanese law. That 
can be expensive for banks, which would have to pay as much as half the value of 
the loan assets on their books. The government is studying a change in the tax code 
to make such transfers easier. Daiwa said part of its transfer taxes will be offset 
by its retained earnings. 

Mr. Dingell. Mr. Chairman, now I note here some years back 
NationsBank to its mostly elderly bank customers was selling risky 
funds with an understanding on the part of the buyers that their 
money was protected by the Federal Government. NationsBank 
peddled these securities in conjunction with an operating sub- 
sidiary, Nation’s Securities. Now, question: By expanding the 
capabili- 
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ties of operating subs, does H.R. 10 open the door for future, more 
varied fraudulent practices by banks and their subsidiaries? 

Mr. Greenspan. Well, I certainly think that the issue is one that 
we have to be concerned about. It is very important that we put 
a Chinese wall or other safeguard, however we wish to describe it, 
between securities activities and banking activities and very espe- 
cially not in any way indicate that the safety net which is under 
banking activities as authorized hy the Congress not be somehow 
suggested as available to people buying securities. And I suspect 
that the greater the distance you have between the bank and the 
organization selling securities, the less that problem is likely to 
emerge. I should say that it is one of the more difficult issues that 
banking supervisors have confronted in recent years and I suspect 
that were we to authorize the structure of the operating sub, as in- 
dicated in H.R. 10, it would make our job more difficult. 

Mr. Dingell. Thank you. Now, Mr. Greenspan, you have re- 
ferred to the possibility that H.R. 10 could galvanize a holding com- 
pany to shift capital to a bank as opposed to a separate holding 
company affiliate in order to take advantage of the Federal sub- 
sidy. I note, however, the Department of Treasury reports empir- 
ical evidence which they indicate does not necessarily support this 
prediction. Parenthetically I will say I am on your side but I want 
to get your comments. 

Treasury cites mortgage banking. Of the top 20 holding compa- 
nies, six currently conduct mortgage banking activities in an affil- 
iate, nine conduct such activities in the bank or a subsidiary of the 
bank, and five use a combination of bank and affiliate. What does 
this tell you? How do you explain this if you please? 

Mr. Greenspan. We are aware of the criticism and we have 
looked at it in some detail and we don’t agree with their factual 
analysis for a number of reasons. First, it is certainly true that 
there are a lot of activities that legally could be exercised within 
the bank and are actually exercised in an affiliate of the holding 
company. There are a number of reasons. In many cases in earlier 
years they were geographical, there were tax reasons. But the most 
interesting issue is t^hat there has been a substantial move of pow- 
ers currently authorized in the bank but having been exercised in 
holding company affiliates which have been moved to the bank. 
With respect to a number of these types of activities, if the capital 
required is very low, then the advantage of putting an activity in 
the bank where the cost of capital is less may not matter. And then 
if there is no capital, meaning there is no subsidy, then there is 
no reason why one would necessarily put it in either an affiliate 
of the holding company or in the bank itself. 

With respect to those mortgage companies that are in both areas, 
I think you will find that in innumerable cases, especially in the 
very large cases, that although the activity starts within the hold- 
ing company, it is essentially funded with moneys from the bank 
at subsidized rates. I would conclude that looking at the whole set 
of powers and how they proceed, as we went to interstate branch- 
ing and as we changed a number of the tax laws and as we 
changed regulation, many of the reasons which induced banking or- 
ganizations to keep powers in affiliates of holding companies, even 
fiiough they were legally available to the bank have changed, and 
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there is a dramatic and unquestioned flow of those powers under 
current law from bank holding company affiliates into the bank. 
What is left out there are essentially those types of activities for 
which capital is not important, agency type of activities, for exam- 
ple, and therefore the lower cost of the capital of the bank doesn’t 
help very much, or very idiosyncratic questions with respect to tax, 
with respect to special factors within the organization. Those are 
rare and diminishing. 

Mr. Oxley. The gentleman’s time has expired. 

Mr. Dingell. Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman from Oklahoma, Mr. Largent. 

Mr. Largent. Chairman Greenspan, I would like to ask you one 
question and that is to ask you to take us into the boardroom of 
a bank and explore the motive, rationale, incentive for a bank to 
choose an operating subsidy format or a holding company format 
beyond the points that you brought out in your testimony about 
having a competitive advantage through the taxpayer subsidy. 
What are the incentives for banks to choose operating subsidies 
versus a holding company format? 

Mr. Greenspan. The major advantage is basically the cost of 
capital. I have been associated with banking as a consultant and 
as a director for very many years and the conventional wisdom was 
always when you have a power, new or otherwise, try to exercise 
it in that part of the organization where the cost of capital is least. 
Since most banking products have very narrow profit margins, it 
really matters when you lower the cost of capital by a very few 
basis points. So while there may be, in particular cases again, idio- 
syncratic characteristics of a special type of organization or power 
that may suggest that other things equal, you may organize it as 
an affiliate or as a sub of the bank, the cost of capital overwhelms 
all of those other characteristics because you can organize a sub- 
sidiary of a bank almost identically in every respect the way you 
organize an affiliate of the holding company. The presumption that 
somehow the holding company affiliate is more costly to organize 
than the subsidiary of a bank I have seen no evidence for. It may 
be, but I have never seen something which is of significance in this 
regard. 

Mr. Largent. Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman’s time has expired. The gentleman 
from Florida, Mr. Deutsch. 

Mr. Deutsch. Thank you, Mr. Chairman. Mr. Greenspan, 
through the testimony, through the questions, you have given, I 
think, a pretty good overview. If you could take maybe a minute, 
especially as I assume we are either on C-SPAN or MS-NBC, to 
discuss from a layman’s perspective the difference between what 
the Banking Committee bill passed and what you are proposing? 
What do you see as the effect for the average consumer? 

Mr. Greenspan. Take the difference between, for example, H.R. 
10 as passed by the Banking Committee and the bill that came 
through this House last year. Well, there are really two ways of 
looking at it, and it is difficult to put various probabilities on it, 
but most of the provisions in both bills improve the movement of 
services to the average consumer. Most of the differences occur in 
ways which are far more reaching to the economy as a whole and 
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affect consumers because they affect the economy, affect their jobs, 
affect basically the standard of living of the whole economic system. 
To the extent that you have subsidized misdirected capital, you are 
creating a less efficient flow of capital and therefore a less efficient 
economic system, jobs which are more difficult to get and jobs 
which pay less. To the extent that you have an issue of safety and 
soundness which can create real serious problems in the financial 
system, such as what happened to the savings and loans during the 
1980’s, then again consumers are really quite potentially impacted. 

I would not endeavor to say that the individual provisions of ei- 
ther the current H.R. 10 or last year’s House Commerce print differ 
significantly with respect to the direct transmission of services, de- 
livery of services to consumers, but they have profoundly important 
differences for broader issues which affect consumers as workers 
and protect them with respect to their retirement funds and their 
future. 

Mr. Deutsch. If I can try to get through three other questions 
relatively quickly as well. One of the things which I have learned 
over the last couple of months talking to people who have an inter- 
est from an industry perspective on H.R. 10 is effectively under the 
present regulatory structure, my sense is that you, in fact banks, 
at a sophisticated level through large consumers in fact are already 
effectively engaged in equity trading through swaps of a variety of 
kinds. So effectively it is already going on at a relatively sophisti- 
cated level, but is that an accurate assessment of what is going on 
today? 

Mr. Greenspan. I think we have to distinguish between the so- 
called section 20 affiliates of the holding companies which actually, 
of course, do operate in the securities business in competition with 
nonbanking organizations. They do not have access to the subsidy 
of the bank and they operate on a competitive playing field. Some 
of them, I might add, argue that they are more regulated than se- 
curities firms and they feel in a sense that they are operating at 
a disadvantage. There is, to be sure, equity within the bank in 
many different areas but it is highly restricted by regulation. That 
is, we have regulations which very significantly delimit what eq- 
uity holdings can occur as a consequence of, for example, a failure 
of a loan to repay and the collateral tends to be equity, for exam- 
ple. There is a lot of that which goes on. But it is very significantly 
contained in a manner which does not create the types of problems 
which I try to outline in some detail in my prepared remarks. 

Mr. Oxley. The gentleman’s time has expired. The gentleman 
from Illinois, Mr. Shimkus. 

Mr. Shimkus. Thank you, Mr. Chairman. And, Mr. Chairman, it 
is good to have you here. I want to focus my question on the local 
community bankers who are state chartered, small in size, locally 
owned, may or may not be in competition with a credit union. I am 
describing the ones in my district. Community oriented, fulfilling 
a niche of local services and in today’s environment providing need- 
ed capital for farmers in this agricultural crisis. 

They have all — I voted for the bill. I support especially our 
version that came out in the last Congress. But they have all been 
pretty adamantly opposed to it. One question is should they have 
been, based on your perspective? Should they have been opposed to 
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the bill that passed the House? And second, what can we do with 
a similar bill that passed the House, what can we do to make the 
bill better for local community bankers? 

Mr. Greenspan. Well, it is certainly the case that there is much 
in H.R. 10 and, indeed, in last year’s House Commerce print, which 
effectively is directed at the organization of the larger institutions. 
And in the case of the House Commerce Committee’s print, an en- 
deavor to try to create a regulatory structure which will contain 
the types of instabilities which I think are currently involved and 
implicit in H.R. 10. Essentially, the smaller banks have a very sig- 
nificant interest in the safety and soundness of the Federal deposit 
insurance fund. And from the issue of the extent to which oper- 
ating subs can create difficulties for deposit insurance and the tax- 
payers clearly, the smaller banks which have a very substantial in- 
terest in the deposit insurance fund are directly affected. 

Second, there is also a very important interest of smaller banks 
in the overall safety and soundness of the banking system because 
they are major players in the whole structure. There are not as 
many provisions which directly affect them as for the larger insti- 
tutions, but they are not bystanders with marginal interest. The 
safety and soundness of the overall system cannot but be a very 
critical issue to smaller banks whether we are talking about agri- 
cultural banks or talking about other community banks. Everybody 
is very crucially tied to the total financial system and that that 
functions effectively has got to be in their interest. 

Mr. Shimkus. And, Mr. Chairman, what can we do to the bill if 
it was similar to the print of last year, to make it better for the 
community bankers? Do you see anything that can be changed? 

Mr. Greenspan. I would say that the bill that came out of this 
committee last year was fairly good. There is the obvious question 
here of the unitary thrift, which as far as I am concerned and as 
far as we have testified previously, both before the House and be- 
fore this committee previously, the unitary thrift issue, which is an 
opening up, in my judgment, of banking and commerce, which 
could be a serious issue and which creates a good deal of concern 
for community bankers was closed in the House Commerce print. 
It is not fully closed potentially here. 

Mr. Oxley. The gentleman’s time has expired. 

Mr. Shimkus. Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman from Michigan, Mr. Stupak. 

Mr. Stupak. Thank you, Mr. Chairman. And welcome, Mr. 
Greenspan. I would like to ask you about the operating subsidies. 
If the U.S. adopts the operating subsidy model for banks, is it like- 
ly then that other countries would follow this subsidy model? 

Mr. Greenspan. I am afraid they already do. One of the things 
which distinguishes the American banking system from much of 
the rest of the world is that there is far greater direct and indirect 
subsidization of banks abroad than here. And I think as a con- 
sequence of that, the quality of banking abroad has been demon- 
strably inferior, less competitive, less effective in delivering serv- 
ices to consumers than the American banking system. I think they 
are becoming aware of that fact. I trust that they recognize that 
less direct government implied subsidization or indirect, as is more 
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often the case, would be helpful to the effective competitive capa- 
bility of their banking systems. 

Mr. Stupak. If we got involved and if the United States started 
to do subsidies, do you believe that other countries would increase 
their subsidies to their banks to try to stay competitive with the 
U.S. banks? 

Mr. Greenspan. That is a good question. I doubt it, but I 
wouldn’t be able to rule it out. They do an awful lot now. They do 
it more indirectly in the sense that a lot of them have universal 
banks and, in fact all of the powers are in the bank, you don’t even 
need an operating sub. And the general notion of too big to fail, 
which does create problems in the United States, is a far more rel- 
evant issue in other countries. And indeed, undoubtedly a goodly 
part of the reason why we have had a lot of problems with the 
banks in the Asian crisis is because there was an implicit govern- 
ment guarantee and as a consequence of that, there was an awful 
lot of lending into those institutions on the expectation that the 
central bank of the smaller countries would bail them out. At the 
end of the day, even though the central banks tried, they didn’t 
have the resources to do it. 

Mr. Stupak. And of course we all know the impact on the global 
financial markets when that occurred. 

Mr. Greenspan. Exactly. 

Mr. Stupak. In small communities which a subsidy of the op sub 
received from the banking magnify their competitive advantage 
over other entities like brokers, and is it possible that independent 
brokers in small markets such as in my area would be disadvan- 
taged by the bank subsidy? 

Mr. Greenspan. They are and it depends on how much capital 
they require. In other words, if you have a very small brokerage 
firm which does not require a great deal of capital, meaning you 
essentially are giving more advice and not involved in securities 
trading in any particular way, it is conceivable to me that the 
amount of capital required would not be large and that an exactly 
comparable activity within a small bank might not be all that more 
competitive than the small brokerage because the amount of cap- 
ital is less. But the principle is the same, and to the extent that 
you get into larger and larger securities operations, then the ques- 
tion of subsidized capital really makes a difference. 

Mr. Stupak. Okay. How would you respond to the comments that 
you support the holding company structure because the Federal Re- 
serve is its regulator? 

Mr. Greenspan. I am aware of that and the basic issue is that 
clearly we are the regulator of holding companies. That if the op 
sub becomes active as premised in H.R. 10, and as all of the activi- 
ties move to the sub — I might just say parenthetically, if that 
weren’t the case that the argument that they are making that it 
doesn’t happen makes no sense to me — the argument is that the 
powers will move to the sub, that the holding company will become 
a shell, that the Federal Reserve will lose all of its power, and that 
therefore that is the reason why we are concerned. Truly we are 
concerned about the breakdown of the holding company. It would 
make it more difficult for us to supervise. But that is not the rea- 
son why we are arguing for this particular issue. Because if we 
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were truly concerned about Federal Reserve turf, we would have 
never been before the Congress very strongly advocating the bill 
which created significant interstate branch banking in this country, 
which we were strongly supportive of before the Congress, even 
though we knew it would significantly enhance the quality of the 
national bank franchise charter compared with the state charter, 
which is what we obviously are dealing with and supervise. It was 
good for the country, it was good for the financial system. It was 
good for banking. We strongly supported it, even though it essen- 
tially reduced the turf of the Federal Reserve. 

We don’t think that that particular view of why we are very 
much concerned about the operating subs’ impact on the financial 
system and the country squares with our actions in recent years. 

Mr. Oxley. The gentleman’s time has expired. The gentlewoman 
from New Mexico. 

Mrs. Wilson. Thank you, Mr. Chairman. Chairman Greenspan, 
my district also has some of these large national banks and huge 
chains now, but we also have the smaller community banks and as 
I understand it, under the proposal that came out — not the pro- 
posal that came out of the Banking Committee but the separate 
subsidiary kind of approach, that a community bank in order to sell 
title insurance would require the formation of a holding company 
and another subsidiary. And I wonder whether you think that that 
is favorable to large institutions. Is this a barrier? Is this a kind 
of barrier to competition for those smaller banks. And if you were 
on the board of one of those small banks how would you rec- 
ommend that they address this challenge of not being part of a 
holding company? 

Mr. Greenspan. Legally, they can be done in either — I mean, let 
me just say up front, the crucial issue of title insurance is that it 
requires very little capital to operate. Whether you do it in the 
bank or in an affiliate of the holding company frankly doesn’t really 
much matter. And I am not sure that there is any competitive ad- 
vantage one way or the other. Indeed, any type of agency activity 
in which there is very little capital involved probably can be effec- 
tively initiated in the sub of the bank or an affiliate of the holding 
company and frankly it would have very little economic signifi- 
cance. 

I mean, our concern is relevant to the types of activities for 
which there is a large amount of capital required. Then it matters. 
Most of the activities which smaller banks are involved in usually 
don’t fall into that category and as far as I am concerned, this 
question of the operating sub versus the affiliate is really a larger 
bank question. 

Mrs. Wilson. So it is your understanding that under either of 
the draft bills that those small community banks could write title 
insurance and would not have to 

Mr. Greenspan. That is my understanding, but let me just check 
with my counsel before they tell me I have created a major legal 
mistake. Well, I just learned for the first time ever I have been told 
that my general counsel is not quite sure about title insurance. But 
let me say, I am sure about the economics of it. 
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Mrs. Wilson. I know it is of concern to some of my community 
bankers and perhaps we might connect and sort that out on their 
behalf I appreciate that. 

Mr. Greenspan. Why don’t we get back to you and give you in 
writing what we know about this issue. But just let me say in sum- 
mary, none of the issues that I raised about subsidies apply to any 
type of activity in which the capital requirement is de minimis or 
not a crucial competitive question. 

Mrs. Wilson. Thank you. 

Mr. Oxley. The gentlewoman’s time has expired. The counsel in- 
forms me that the next hearing will include several issues on in- 
surance and I would invite the gentlewoman’s participation at that 
point. 

We now recognize the gentleman from Massachusetts. 

Mr. Markey. Thank you. Welcome, Mr. Chairman. I would like 
to focus on the issue of what happens to consumers’ most personal 
information, their financial records or their health and insurance 
information, when banks and brokerage firms and insurance com- 
panies all merge with one another under H.R. 10. I am greatly con- 
cerned, as you know, about this issue. 

I have been reviewing the financial privacy provisions of H.R. 10, 
which appear in the bill, the medical and health privacy provisions 
and the preexisting language. In my view these provisions provide 
consumers with little or no real privacy protection. For example, 
Mr. Chairman, the financial privacy language covers only banks 
and thrifts, not broker-dealers, not investment companies, not in- 
vestment advisors, and not insurance companies. Wouldn’t you 
agree that financial privacy legislation should also cover Wall 
Street investment firms, mutual funds, financial planners and 
other investment advisors as well? 

Mr. Greenspan. Congressman, I think you are raising one of the 
questions that is going to become increasingly difficult for the 
whole regulatory structure because I think there are two basic con- 
flicting issues here which are implicit in the issue that you are con- 
cerned about. 

I am conflicted on this question, and I guess that I represent 
probably what most people in the business world have problems 
with as a libertarian, as I am very sensitive to the issue of privacy, 
and I think that one of the things that is so important about this 
government, about this country is that we try to protect the indi- 
vidual, his rights, and the privacy question in ways that are not 
in any way handled in most other countries. There are very few 
countries in this world who handle this issue in a way which I per- 
sonally feel comfortable with. 

Mr. Markey. Well, I support wholeheartedly the libertarian side 
of your personality, and I could just end the answer right there. 

Mr. Greenspan. But there is another side where the conflict oc- 
curs, and that is the general awareness of how important in the fu- 
ture the question of information is going to be with respect to the 
production of goods and services. 

Mr. Markey. And I appreciate that, Mr. Chairman, very much. 
But the point that I am trying to make here is that the bill itself 
only covers a very small part of the universe. It only covers banks 
and thrifts. It doesn’t cover anything else. So if you merely — and 
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even in that language, it merely requires that the hank tell the 
customer what its privacy policy is with respect to the disclosure 
of customer information to third parties other than agents of the 
depository institution, and it only applies to transfers for mar- 
keting purposes as opposed to any other business purpose. So as 
I read the language, so long as the banker tells its customers that 
its privacy policy is that the customers essentially have no privacy, 
then they would be in compliance with the narrowly drawn provi- 
sion. Is that your understanding as well? 

Mr. Greenspan. Well, I haven’t read the bill in detail and don’t 
feel competent to really come to grips with this issue. I do a^ee 
with you in your concerns. It may well be that if I ever got into 
the language and got into a big debate, I probably would be maybe 
more on your side than I am now stating. But I am aware of the 
fact that there is another side to this issue. 

Mr. Markey. And I appreciate that other side. The other side is 
so well represented here that your articulate representation of it is 
superfluous. Our views on the other side I think will help to bal- 
ance out the debate. 

Mr. Greenspan. Let me just say. Congressman, that this is not 
a small issue. It is an issue which is very important: It brings to 
bear really two fundamental aspects of this country. One, our very 
strong striving to bring information technology to the forefront, to 
allow information to be critical in the production of goods and serv- 
ices, which is one of the reasons why we are doing so well, but on 
the other hand there is this issue, and it did not exist before. 

Mr. Oxley. The gentleman’s time has expired. The gentleman 
from Illinois. 

Mr. Markey. Congratulations, Mr. Chairman. Can we have a 
second round, Mr. Chairman? 

Mr. Oxley. No. 

Mr. Greenspan. I will be glad to answer you in private. 

Mr. Markey. I have a whole series of questions. I would appre- 
ciate it. 

Mr. Rush. Chairman Greenspan, you have stated pretty clearly 
your opposition to the op sub model. This is in contrast with the 
administration’s adamant support of this. I mean, and I know that 
reasonable people can disagree, do you have any idea about why 
the administration is as adamant in their support of the op sub 
model as you are in opposition to it? 

Mr. Greenspan. I think I do, but since you are going to have the 
Secretary of the Treasury up here, he is very capable of expressing 
in considerable detail his reasons, and I don’t think I should en- 
deavor to characterize them. 

Mr. Rush. In that case, do you think that there is any possibility 
of the op sub model existing with the necessary safeguards to pro- 
tect safety and soundness? 

Mr. Greenspan. I have stated that if you have an institution 
which by its nature is something which creates serious difficulties 
for the financial system and whose benefits are very difficult to 
find, meaning the benefits that are alleged for op subs can very 
readily be put into holding company affiliates, as best I can judge, 
I find it very difficult to find reasons to go forward. So the pre- 
sumption of doing it and then trying to find a mechanism which 
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prevents it from happening strikes me as sort of the direction we 
ought to try not to go. 

Mr. Rush. Now, Chairman Greenspan, H.R. 10 provides for a 
GAO study within 6 months upon passage of the bill. Do you think 
that 6 months is an adequate enough time to really ascertain the 
financial impact of the bill, of the op sub model? Do you think that 
that is sufficient or should it be a longer period of study? 

Mr. Greenspan. I think there is, as I understand it, and I think 
I remember now there is a 6-month requirement to examine the 
regulatory burden, but I think that is a broader issue involved. 

The answer to your question is we should be able to do it in 6 
months. 

Mr. Rush. Should be able to do it in 6 months? 

Mr. Greenspan. Well, to examine the burden that as I remem- 
ber, I may be mistaken on this. Congressman, but my recollection 
is that what is required in H.R. 10 probably can be fulfilled in the 
timeframe. But as I say, I may be mistaken. 

Mr. Rush. It seems to me that the economic impact of H.R. 10, 
there is a 6-month period that the GAO is supposed to report the 
economic impact. 

Ms. Washington. It is section 110 of the bill. Congressman. 

Mr. Greenspan. The economic impact on very small banks. 

Mr. Rush. On small and community banks. Right. 

Mr. Greenspan. Six months should be an adequate amount of 
time. 

Mr. Rush. Should be an adequate amount of time? 

Mr. Greenspan. If may be that when we get into it and some- 
body says that is a mistake, but you put a deadline on, something 
happens, things get done. Maybe that is not a bad idea. 

Mr. Rush. Okay. Thank you. 

Mr. Oxley. The gentleman’s time has expired. 

Chairman Greenspan as always, we appreciate your patience and 
your excellent testimony, and the subcommittee now stands ad- 
journed. 

[Whereupon, at 11:51 a.m., the subcommittee was adjourned.] 
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Mr. Oxley. The subcommittee will come to order. I am pleased 
to convene the second hearing on H.R. 10, the Financial Services 
Act of 1999. 

At our last hearing, we enjoyed the considerable expertise of Fed- 
eral Reserve Board Chairman Alan Greenspan who educated us 
about the potential hazards of legislation that would expand bank 
powers to operating subsidiaries rather than affiliates. 

Chairman Greenspan is always compelling, but at that hearing 
he made several observations that bear repeating. He noted that 
he, as well as his colleagues on the Board of Governors of the Fed- 
eral Reserve, believe that the long-term stability of U.S. Financial 
markets and the interests of the American taxpayer would be bet- 
ter served by no financial modernization bill rather than one that 
allows the proposed new activities to be conducted by the bank in 
an operating subsidiary as would be the case under H.R. 10 as re- 
ported by the House Banking Committee. 

Chairman Greenspan pointed out that the operating subsidiary 
structure poses a risk to the safety and soundness of our Nation’s 
banking system. It also creates a competitive imbalance that would 
subvert the free-market principles that are the foundation for the 
success of our capital markets. 

I share the Chairman’s concerns about these potential hazards. 
I am also troubled by the lack of functional or consistent regulation 
that would be created by H.R. 10. 

( 49 ) 
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It is imperative that this legislation ensure that no matter where 
an investor buys his stock, he can be assured of the protection of 
the Federal securities laws. Just as important is the need to treat 
businesses that are engaged in the same activity in the same way. 
It makes no sense to exempt banks from the regulatory require- 
ments to which securities and insurance firms are subject if they 
are going to be engaging in the very same business as those securi- 
ties and insurance firms. 

Today we are fortunate to have before us the Secretary of the 
Treasury, the Honorable Robert Rubin. I look forward to learning 
more about his views on the issues today, and I understand they 
differ somewhat from our previous witness. Chairman Greenspan. 

We also will be hearing testimony today from the Chairman of 
the Securities and Exchange Commission, the Honorable Arthur 
Levitt. Chairman Levitt has been an outspoken defender of inves- 
tors and a champion of functional regulation. Chairman Levitt has 
also supported the committee’s position in the last Congress to 
avoid the dangers to both safety and soundness and efficient func- 
tional regulation that would be posed by the expansion of bank 
powers through an operating subsidiary. 

Joining Chairman Levitt will be the distinguished Commissioner 
of Insurance for the State of Kentucky, George Nichols, who has 
testified before this committee in the past. I look forward to Com- 
missioner Nichols’ views on the importance of functional regulation 
of insurance activities as well as the numerous other significant 
issues raised by this bill for both consumers and providers of insur- 
ance. 

Our third panel today will provide us with the perspective of in- 
dustry participants — securities firms, banks, insurance under- 
writers, and insurance agents. It will help us better understand the 
implications of the legislation before us to folks who actually com- 
pete in the marketplace. 

We will open our hearing today with testimony from two of our 
distinguished colleagues from the Banking Committee: The Honor- 
able Richard Baker from Louisiana, the chairman of the Sub- 
committee on Capital Markets, Securities and Government Spon- 
sored Enterprises and the Honorable Marge Roukema, chairman of 
the Subcommittee on Finance Institutions and Consumer Credit. 

I thank each of our witnesses for joining us today, and I look for- 
ward to learning from each you as my colleagues, both Republican 
and Democrat, work to forge a compromise that will be necessary 
to create a strong bill to promote fair competition, protect investors 
and consumers, protect our nation’s taxpayers and the safety and 
soundness of our financial marketplace, preserve our Nation’s posi- 
tion as the leader in the rapidly developing global financial market. 

That ends the Chair’s opening statement. 

I now turn to the ranking member, the gentleman from New 
York, Mr. Towns. 

Mr. Towns. Thank you very much, Mr. Chairman. 

Let me begin first by welcoming my colleagues. Congressman 
Baker and, of course. Congresswoman Marge Roukema. 

The subcommittee holds the second hearing on H.R. 10, the Fi- 
nancial Services Act of 1999. As I indicated last week. Congress 
has been working on this legislation for a long, long time. I think 
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it is time that we get this bill done. We have a number of distin- 
guished witnesses today. 

I would like to first welcome Treasury Secretary Robert Rubin. 

I appreciate Secretary Rubin’s commitment to the Community Re- 
investment Act, and I look forward to hearing his views today. Like 
Secretary Rubin, we should oppose efforts to roll back protection of 
CRA. 

I would also like to welcome Insurance Commissioner Nicholas 
and SEC Chairman Levitt. Protecting consumers is an important 
part of any financial service bill. We will consider your views very, 
very carefully. 

This committee has historically supported functional regulation, 
which is the idea that the same product is regulated by the same 
rules regardless of who is selling the product. This seems to me to 
be common sense. We cannot want a system in which industries 
shop around for the friendliest regulator. 

I would also like to welcome the representatives from the indus- 
try, which are on the financial panel. Glass-Steagell has been a 
barrier to competition for much too long. The benefits of increased 
competition will accrue, and then it will make our financial firms 
stronger internationally. We recognize that you need the legislation 
and look forward to hearing your views. 

In the last Congress, this committee took the lead on financial 
service legislation. We took legislation that had little support; and 
working together, we made changes that enabled the legislation to 
pass the House for the first time in 65 years. 

In the coming weeks, we will craft a substitute to H.R. 10. I look 
forward to working with Chairman Bliley, and I look forward to 
working with the chairman of the subcommittee. Congressman 
Oxley, and, of course, Mr. Dingell, who is the ranking member of 
the full committee to make certain that we have legislation that, 
when we finish at the end of the day, we will all be proud of 

Thank you very much, Mr. Chairman, I yield back. 

Mr. Oxley. The gentleman yields back. 

The Chair now recognizes the gentleman from Richmond, the 
chairman of the full Commerce Committee, Mr. Bliley. 

Chairman Bliley. Thank you, Mr. Chairman. 

I too want to welcome our two colleagues, the gentleman from 
Louisiana and the lady from New Jersey. And I know it will dis- 
appoint you, but I put my statement in the record. 

[The prepared statement of Hon. Tom Bliley follows:] 

Prepared Statement of Hon. Tom Bliley, Chairman, Committee on Commerce 

Today the Subcommittee on Finance and Hazardous Materials holds its second 
hearing on H.R. 10, the Financial Services Act of 1999. This legislation is important 
to the future of the securities, insurance, and banking industries. Removing statu- 
tory and regulatory barriers to competition will improve the efficiency for financial 
service providers. The efficiency will translate to greater services and lower costs 
for consumers and providers. But only if it is done right. 

I have been committed to deregulatory legislation for other industries provided 
that the legislation does not bestow competitive advantages to one market segment 
over another. It is not the government’s role to choose winners and losers through 
the legislative process, nor is it the role of regulators. Unfortunately, this has been 
the case in the financial services industry. 

In large part this has been the case to date. Banks enjoy a lower cost of capital 
than non-banks through deposit insurance, access to the discount window, and ac- 
cess to the Federal Reserve payment system. This would not be a competitive ad- 
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vantage if banks were confined to competing with one another and not with securi- 
ties and insurance firms, as stipulated in the Glass Steagall Act. However, in the 
past two decades, banking regulators have interpreted the statutes in a manner to 
allow banks to begin competing with securities and insurance firms. 

The very activities that banks were originally supposed to be prohibited from con- 
ducting are now offered through affiliates, and in some cases directly through the 
banks. This erodes the salutary effect of fair competition. Securities and insurance 
inns are still unable to own a bank, and do not share the funding advantages of 
banks. As a result, banks are acquiring securities firms at an alarming rate and re- 
ducing the competition that we seek to increase. 

While I am in favor of providing the corporate community flexibility to choose the 
structure that optimizes their strategic plans, I do not favor legislating a structure, 
such as the operating subsidiary, that provides competitive advantages for banks 
over their independent competitors. Additionally, there remain serious policy con- 
cerns about the consequences to the taxpayers of permitting new, risky activities in 
the subsidiary of a bank. I remain unconvinced of the need to gamble with an un- 
tested model that has proved disastrous in other economies. I have received addi- 
tional analysis on the question of operating subsidiaries from Federal Reserve 
Chairman Greenspan, and I ask unanimous consent to include this analysis in the 
record. 

In this regard, I share the concerns expressed by Chairman Greenspan at our 
hearing last week. I look forward to the testimony of our witnesses today, including 
Secretary Rubin, and learning more about this most important issue. 

Another issue of concern to this Committee is the provision of consistent regula- 
tion for financial products, regardless of where the financial activity is conducted. 
In this regard, I look forward to the comments of Chairman Levitt and Commis- 
sioner Nichols. I am also grateful to the witnesses on the fourth panel who will 
present industry views to financial services modernization. 

I would also like to welcome our guests on the first panel today, our colleagues 
from the Banking Committee: the Gentleman from Louisiana and Chairman of the 
Subcommittee on Capital Markets, Securities and Government Sponsored Enter- 
prises, Richard Baker, and the Gentlelady from New Jersey and Chairwoman of the 
Subcommittee on Financial Institutions and Consumer Credit, Marge Roukema. 

Mr. Chairman, I commend you, for holding this hearing and I look forward to 
working with you to improve this legislation. 
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Federal Reserve Response to the 
Treasury Department’s Questions and 
Answers Concemino Operating 
Subsidiaries and Affiliates 


May 4, 1999 


Question Pane 

1 . What’s the difference between a subsidiary and 

an affiliate of a bank? 1 

2. What’s the Treasury’s position on allowing subsidiaries 

to engage in financial activities? 1 

3. Would the risks of activities conducted in a subsidiary adversely 
affect the safety and soundness of the 

parent bank? 2 

4. How would allowing new financial activities in 

subsidiaries affect the federal deposit insurance funds? 7 

5. insofar as a bank may receive a federal subsidy through deposit 

insurance and the payment system, could the bank transfer the 
subsidy more readily to a subsidiary than to an affiliate? 7 

6. Wouid generaliy accepted accounting principles lead banks 

to prop up troubled subsidiaries? 11 

7. Are some proposed financial activities so inherentiy risky 

as to be inappropriate for subsidiaries? 12 

8. Oo American banks have experience conducting nonbanking 

activities through subsidiaries? 13 

9. Did the thrift debacle result from allowing new financial 

activities in subsidiaries? 14 

10. Do bank holding companies face higher borrowing costs 

than their banks? 15 

11. Is allowing new financial activities in subsidiaries consistent 

with functionai regulation? 15 

12. What about the risk of a future Congress loosening applicable 

safeguards? 16 
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1. What’s the difference between a subsidiary and an 
affiliate of a bank ? 

Operating subsidiaries are direct subsidiaries of a bank. 
Accordingly, any losses (or gains) of an operating subsidiary directly 
impact the net worth, financial condition and profits of the parent 
bank. Losses of an operating subsidiary must be immediately and 
fully reflected in the consolidated financial statements of the parent 
bank under generally accepted accounting principles (GAAP). 

Holding company affiliates are not subsidiaries of a bank, but 
instead are subsidiaries of an uninsured holding company. 

Accordingly, any losses incurred by an affiliate do not directly impact 
the financial condition of an affiliated FOIC-insured bank. Instead, the 
losses are borne by the uninsured parent holding company and 
reflected in the uninsured holding company’s consolidated financial 
statements. This difference is critical and demonstrates why the 
holding company structure better protects the safety and soundness of 
insured banks and the federal deposit insurance funds. 

2. What’s the Treasury’s position on allowing 
subsidiaries to engage in financial activities ? 

The Treasury Department would permit operating subsidiaries of 
national banks to engage as principal in activities that Congress has 
long forbidden national banks to conduct directly. For example, 
Treasury would allow operating subsidiaries to underwrite and deal in 
all types of equity and debt securities and to engage in merchant 
banking activities. Since the major business of merchant banks is to 
make equity investments in other firms, operating subsidiaries of 
national banks could acquire interests in, including full ownership of, 
commercial firms under Treasury’s proposal. 

Although the Treasury initially proposed to permit operating 
subsidiaries of national banks to underwrite all types of insurance 
(including property and casualty insurance), the Treasury recently 
conceded that operating subsidiaries'could be prohibited from 
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engaging in these activities. In addition, the Treasury has consistently 
stated that operating subsidiaries should not be authorized to engage 
in real estate investment and development activities, presumably in 
recognition of the substantial losses that these activities have already 
caused taxpayers in previous thrift and banking crises and the great 
risks involved with these activities generally. 

3. Would the risks of activities conducted in a subsidiary 
adversely affect the safety and soundness of the 
parent bank ? 

Yes. Any losses incurred by an operating subsidiary have a 
negative economic impact on the parent bank. When an operating 
subsidiary loses money, the value of the bank’s investment in the 
subsidiary is reduced, just as losses on loans reduce the value of the 
bank’s assets. This economic impact is immediately and fully 
reflected — as lower earnings and lower capital at the parent bank — in 
the consolidated financial statements of the parent bank under GAAP. 
In fact, an operating subsidiary’s lasses could significantly exceed the 
bank’s investment in the subsidiary and ^ of these losses must be 
reflected in the parent bank’s consolidated financial statements under 
GAAP. 

The numerous counterparties that enter into financial 
transactions with, or provide funding to, a bank on a daily basis (e.g. 
derivative, repurchase, foreign currency, and Inter-bank lending 
counterparties) evaluate the bank’s capital, earnings and GAAP 
financial statements when determining whether to engage in 
transactions with the bank and at what price. As a result, losses at an 
operating subsidiary can have a significant impact on the parent 
bank’s liquidity and cost of funds. 

Because of these connections, a parent bank has a strong 
incentive to provide financial support to a troubled subsidiary. These 
incentives explain why banks may provide extensive financial support 
to a troubled subsidiary even though the bank is under no legal 
obligation to do so, and even where the amount of assistance exceeds 
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the value of the bank’s investment in the subsidiary.’ Even if a parent 
bank does not provide financial support to a troubled operating 
subsidiary, the public and a bank’s financial counterparties and 
debtholders could lose confidence in the parent bank because of 
publicity concerning the subsidiary’s difficulties. 

The Treasury Department contends that these risks can be 
adequately mitigated through a variety of prophylactic measures. The 
Treasury Department also asserts that, with these safeguards, a 
parent bank would face no greater risks from an operating subsidiary 
than from a holding company affiliate. The Treasury Department’s 
proposed safeguards, however, do not adequately address the risks 
inherent in the operating subsidiary structure, nor are they equivalent 
to the protections afforded banks by the holding company structure. 

* Sections 23A and 23B . The Treasury proposal would not apply 
section 23A to transactions between a bank and its operating 
subsidiaries to the full extent that section applies to transactions 
between a bank and its holding company affiliates — even though the 
bank’s potential for loss from activities conducted by an affiliate is 
less than for activities conducted in a subsidiary. 

■ In particular. Treasury would exempt a bank's equity investment 
in an operating subsidiary from the limits contained in 
section 23A.- Accordingly, a national bank could invest 
substantially more of its subsidized funds in, and have a 
substantially greater equity exposure to, a subsidiary than to an 


' For example. Continental Bank had more than $500 million in unsecured 
credit outstanding to its First Options subsidiary after the October 1987 
market crash even though Continental Bank originally paid only $125 million 
for the subsidiary and the bank’s extensions of credit violated a funding 
firewall established by the OCC. Ultimately, Continental Bank lost more than 
$280 million on its First Options subsidiary— significantly more than the bank’s 
initial investment of $125 million. 

2 Under section 23A, an insured bank’s total equity and debt investment 
in, and loans and extensions of credit to, any single affiliate cannot exceed 
10 percent of the bank’s capital and surplus, and such transactions with all 
affiliates cannot exceed 20 percent of the bank’s capital and surplus. 
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affiliate. 

Furthermore, although Treasury would apply section 23A to 
lending transactions between a bank and its operating 
subsidiaries, supervisory experience with bank subsidiaries has 
shown that such firewalls are subject to manipulation or breach, 
especially in times of financial stress. In 1986, the Comptroller 
imposed a funding firewall between Continental Illinois National 
Bank and its newly acquired options clearing subsidiary - First 
Options. When First Options experienced severe financial 
difficulties following the October market crash, however. 
Continental Bank breached the firewall by providing the 
subsidiary with a total of more than $500 million in unsecured 
credit, even though the Comptroller's office informed the bank 
that these transactions would violate the firewall. 

* Capital Deduction . Instead of relying on section 23A’s 
established limit on a bank’s equity investment in an affiliate. Treasury 
would merely require that a national bank deduct its equity investment 
in an operating subsidiary from the bank's regulatory capital and total 
assets. According to Treasury, this capital deduction would protect 
the bank because, even if the subsidiary failed, the bank would remain 
well capitalized for regulatory capital purposes. 

Such a regulatory accounting device, however, would not fully 
protect a bank from losses at a subsidiary. As noted above, 

GAAP requires that all losses incurred by a subsidiary be fully 
reflected in the financial statements of the parent bank - even if 
those losses exceed the bank's investment in the subsidiary. In 
today’s rapidly evolving financial markets, a subsidiary could lose 
multiples of its capital within hours, and allot that loss would fall 
on the parent bank’s capital. Because a bank’s counterparties 
and creditors rely primarily on the bank’s GAAP statements, 
these losses at an operating subsidiary could quickly reduce the 
bank’s ability to raise funds, increase its cost of funds, and cause 
a loss of public confidence in the parent bank. These 
consequences could occur even though the bank remained “well 
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capitalized” for purposes of Treasury’s regulatory accovuniins 
standard. 

Treasury acknowledges these risks, but claims that the 
damage to the parent bank’s financial condition could be 
remediated by selling or liquidating the troubled subsidiary and, 
thereby, removing the subsidiary from the bank’s consolidated 
financial statements. Such an action would simply achieve an 
objective — separation of the subsidiary’s losses from the parent 
bank’s reported earnings and capital — that would be assured in 
all cases through the holding company structure. Moreover, even 
under Treasury’s scenario, the parent bank would continue to 
suffer the economic and reputational damage arising from the 
subsidiary’s losses until the troubled subsidiary was sold or 
liquidated. Supervisory experience proves that liquidating or 
selling a troubled company is not an easy task, and any such 
“resolution” could take an extended period of time. For example, 
Continental Bank was unable to dispose of its First Options 
subsidiary for several years after the bank initially decided to sell 
the subsidiary. 

Another fundamental flaw in Treasury’s “capital deduction” 
proposal is that it relies on the incorrecit and potentially 
dangerous precedent that all capital held by a bank above an 
arbitrarily defined regulatory minimum is "excess" capital that 
can be disposed of without consequence. What matters in the 
real world is not regru/afory capital, but actual or economic 
capital. The vast majority of banks today hold significantly more 
capital than necessary to meet the regulatory definition of “well 
capitalized.” This is because the market believes such a higher 
level of capital is necessary to support the bank’s operations. 

The amount above the regulatory “well capitalized” threshold, 
therefore, is not “excess” capital in an economic sense that is 
somehow freely available to support the activities of an operating 
subsidiary. 
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The Congress and the American public also should be wary of 
regulatory accounting artifices, such as the one proposed by 
Treasury, that seek to shield a bank from the true economic 
impact of events. The use of similar regulatory accounting 
devices in the 1980s was ignored by the market and succeeded 
only in delaying regulatory closures and increasing the eventual 
costs of the savings and loan bailout. In light of this experience, 
Congress wisely mandated in 1991 that regulatory accounting 
principles shall be "uniform and consistent with generally 
accepted accounting principles." See 12 U.S.C. § 1831n(a). 

* Proposed Equity Investment Limitation Would Not Protect the 
Parent Bank . The Treasury contends that, under its safeguards, there 
would be no economic difference between the ability of a bank to 
make an equity investment in an operating subsidiary or pay a dividend 
to its holding company (which could be used to capitalize an affiliate). 
This allegedly would be so because the bank would be permitted to 
invest in a subsidiary only the amount it could legally pay as a 
dividend. 

The payment of a dividend and an equity investment in a 
subsidiary, however, have different economic consequences for a 
bank. A national bank is not subject to future losses that might 
arise from a holding company's investment of a bank dividend in 
a nonbank subsidiary - any such losses would fall on the holding 
company parent. A bank's equity investment in a subsidiary, 
however, is subject to depletion by losses at the subsidiary. 
These losses reduce the value of the bank’s investment in its 
subsidiary and must be consolidated into the bank's financial 
statements prepared under GAAP. Thus, an equity investment in 
an operating subsidiary creates continuous loss exposure for the 
national bank, while payment of a dividend does not. 
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4. How would aliowinq new financial activities in 
subsidiaries affect the federal deposit insurance 
funds ? 

The Treasury correctly points out that operating subsidiaries 
provide their parent bank with potential for diversification and profit. 

In addition, if a failing bank owns a healthy operating subsidiary, the 
FDIC could sell the operating subsidiary to reduce the costs 
associated with closing the parent bank. 

The operating subsidiary approach, however, also creates the 
potential for loss and that loss — like any profit — accrues to the 
parent bank. Moreover, a troubled operating subsidiary also may 
cause or complicate the failure of its parent bank, thereby increasing 
any losses incurred by the deposit insurance funds. These risks were 
clearly illustrated during the thrift crisis of the 1980s, when the 
operating subsidiaries of thrifts contributed significantly to the billions 
of dollars of losses absorbed by the federal deposit insurance funds 
and American taxpayers 

5. Insofar as a batik may receive a feiieral subsidy 
through deposit insurance and the payment system, 
could the bank transfer the subsidy more readily to a 
subsidiary than to an affiliate ? 

Yes. Insured banks enjoy a federal subsidy because of the 
existence of the federal safety net, which refers to FDIC deposit 
insurance and access to the Federal Reserve’s discount window and 
payment system. Because of their access to the federal safety net, 
banks can raise funds at a lower cost than nonbank entities. 

* Existence of Subsidy . Treasury suggests that a net subsidy 
may not exist. The existence of a subsidy, however, is clearly 
exhibited in publicly assigned debt ratings - which are virtually always 
higher at banks than at their parent holding company. It is clear in the 
higher capital ratios required of nonbanking financial firms, even those 
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that receive the same debt ratings as banks. It also is clearly 
exhibited In the tendency of banking organizations, when geographic 
restrictions were eased, to shift back to the bank and its subsidiaries 
activities previously conducted in holding companies.^ The primary 
reason for these transfers, according to management of the 
organizations themselves, is to obtain cheaper funding and to avoid 
the limitations contained in sections 23A and 23B of the Federal 
Reserve Act. 

The fact that some banking organizations continue to conduct 
mortgage banking operations in nonbank affiliates does not prove that 
a subsidy does not exist. A holding company may choose not to 
convert a nonbank mortgage affiliate to an operating subsidiary of a 
bank for a variety of reasons unrelated to the subsidy, such as to avoid 
negative tax consequences or to preserve an established trade name 
separate from the bank. Many nonbank mortgage affiliates also 
receive a substantial part of their funding from an affiliated bank. 
Nevertheless, as noted above, the clear trend is for holding companies 
to shift mortgage and other activities to an affiliated bank or operating 
subsidiary when permitted by law and a principal reason for these 
transfers — according to bank managers themselves — is to maximize 
their subsidy advantage. 

Furthermore, as Chairman Greenspan has testified, the value of 
the subsidy varies from bank to bank; riskier banks clearly receive a 
larger subsidy from the safety net than safer banks. In addition, the 
value of the subsidy varies over time; in good times, such as now, 
markets demand a low risk premium and it is difficult to discern the 
safety net subsidy. Thus, it is not surprising that some banks 
continue to operate mortgage afTiliates, especially in these good 
economic times. 


3 In recant years, the perccmtage of the consolidated assets of bank 
holding companies associated with nonbank activities (other than section 20 
subsidiaries which engage in securities activities not permissible for banks) 
has declined by approximately 50 percent as holding companies have 
transferred assets from hoiding company affiliates to bank subsidiaries. 
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* Opefatlim Subsidiaries Extend the Safety Nat and Related 
Subsidy . The operating subsidiary structure would extend the safety 
net (and its related subsidy) to the activities conducted by the 
operating subsidiary, and create an unbalanced playing fi^d for those 
financial service providers that seek to compete with the subsidized 
subsidiary. The Treasury proposai would allow a bank to establish and 
fund an operating subsidiary with low-cost funds raised by the bank 
through its access to the safety net. Such actions would extend the 
federal safety net to the activities conducted by the operating 
subsidiary, and provide operating subsidiaries with a significant 
funding advantage over financiai service providers that choose to 
remain independent from a bank. 

* The Holding Company Structure Provides Better Protection 
Against Extension of the Safety Wet and its Subsidy . Treasury 
contends that, with its proposed safeguards, a bank could not transfer 
the subsidy inherent in the safety net to an operating subsidiary any 
more readily than to an affiliate. Treasury’s position is not correct. 

As noted above, Treasury would not require that a bank’s equity 
investment in an operating subsidiary comply with the limits 
contained in section 23A governing a bank’s equity investment in 
an affiliate. Accordingly, even under Treasury’s proposal, a bank 
could invest substantially more of its low-cost funds in an 
operating subsidiary than In an affiliate. Moreover, creditors of 
the subsidiary, aware that the bank can provide more subsidized 
funds to the subsidiary and that the bank will have a strong 
incentive to support the subsidiary In both good times and bad, 
will also provide funds to the subsidiary at a lower rate, adding to 
the subsidy enjoyed by the subsidiary. 

• Treasury’s proposed “dividend limitation” would create only an 
illusion of parity with respect to a bank’s ability to transfer 
subsidized funds to an operating subsidiary or affiliate. Although 
the Treasury would generally prohibit a bank from investing more 
in an operating subsidiary than the bank could legally pay in 
dividends, there are real economic limitations on a bank’s ability 
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to pay dividends that do not limit the bank’s abiiity to invest in a 
subsidiary. 

A dividend payment effects a real reduction in the bank’s 
economic and GAAP-reported capital and assets and, thus, is 
carefully reviewed by the bank’s counterparties and other 
creditors. If the dividend payment reduces the bank’s capital 
below what the market feels is appropriate to support its 
activities, the payment - even if permitted by law — will cause 
the bank’s borrowing costs to increase or reduce the bank’s 
ability to obtain private funds at all. Data in fact indicate that 
over the past 25 years the cost of uninsured funds for the largest 
banks has tended to increase as the bank’s capital ratio has 
fallen. 

Thus, it is not in the interest of a holding company to use 
bank dividends to finance nonbank affiliates because the 
resulting decline in bank capital would increase the bank’s 
funding costs on allot its uninsured liabilities. Data indicate that 
these additional costs more than outweigh the small benefit that 
may be achieved by indirectly using subsidized funds to partially 
fund an affiliate. This process serves as an effective check on a 
bank’s ability to pay dividends, and explains why banks do not 
pay out the full amount of dividends they are permitted to 
distribute under law and why bank holding companies have 
traditionally not used bank dividends to capitalize nonbank 
affiliates. 

An equity investment in an operating subsidiary, however, 
does not reduce the bank’s consolidated total capital or assets 
under GAAP — it results only in a transfer within \Y\o consolidated 
bank. Thus, unlike in the affiliate context, there is no real 
economic limitation on a bank’s ability to transfer subsidized 
funds to an operating subsidiary. In fact, a bank would have a 
strong incentive to invest the maximum amount permitted by law 
in its operating subsidiary to maximize the subsidiary’s funding 
advantage vis-a-vis its independent competitors. Under 
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Traasury’s proposal, this maximum would not be restricted by the 
parent bank’s general dividend limit — it would only require OCC 
appmva! for the bank to invest more than the bank’s retained net 
income for the previous 3 years, 

6. Would ttewerallv accepted accounting principles lead 
banks to prop up troubled subsidiaries ? 

As discussed above, generally accepted accounting principles 
require that any losses incurred by an operating subsidiary be fully 
reflected in the consolidated financial statements of the parent bank. 
These GAAP-based financial statements are relied on by the financial 
counterparties that engage in transactions with the parent bank (e.g. 
foreign exchange, large CD, and derivative counterparties) or that 
provide funding and liquidity to the parent bank (e.g. other banks). 

This fact and the direct management link between a parent and a 
subsidiary give banks a particularly strong incentive to provide 
financial assistance to a troubled subsidiary. Banks have provided, 
and likely will continue to provide, financial assistance to troubled 
subsidiarfes not because they are legally obligated to do so, but 
because the problems at an operating subsidiary directly affect the 
bank’s operations, funding and funding costs. 

Losses incurred by a holding company affiliate are not directly 
reflected In the financial statements of an affiliated bank. 

Furthermore, the management of a holding company affiliate generally 
reports directly to the management of the holding company. Thus, 
although losses at an affiliate may indirectly affect an affiiiated bank, 
the more direct linkages between a bank and its operating subsidiary 
give the bank greater market and reputational incentives to support a 
an operating subsidiary of the bank. 
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7. Are some proposed financial activities so inherently 
risky as to be inappropriate for subsidiaries ? 

The Federal Reserve strongly supports permitting banking 
organizations to affiliate with companies engaged in securities, 
insurance, and other financial activities. These activities, like 
traditional banking activities, involve risk to the organization 
conducting the activity. Some financial activities - such as merchant 
banking activities and underwriting property and casualty 
insurance ~ are more volatile than other types of financial activities. 

The critical question is not whether these activities are 
inherently risky, but how best to protect the federal safety net from the 
risks that are involved with newly authorized financial activities. The 
Federal Reserve, for the reasons discussed above, strongly believes 
that the federal safety net is best protected by permitting new 
affiliations to occur through the holding company structure, and not 
through operating subsidiaries of banks. The holding company 
structure provides better, albeit not perfect, insulation for the federal 
safety net from the risks involved with securities underwriting, 
insurance underwriting, merchant banking and other new principal 
activities. 

Financial modernization also presents another risk: the risk of 
transference of the subsidy inherent in the federal safety net to the 
newly authorized activities. For sound public policy reasons, Congress 
has chosen to limit the federal safety net, and Its attendant moral 
hazard, to banks because of their unique role In our society. The 
Federal Reserve firmly believes that the subsidy is more readily 
transferred to a subsidiary of a bank than to its affiliates, and the 
holding company structure creates the best framework for limiting this 
leakage. 
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8. Do American banks have experience conducting 
nonbankinq activities through subsidiaries ? 

Congress has specifically authorized banks to own Edge Act 
corporations, which are permitted to conduct a banking business 
outside the United States. Treasury contends that subsidiaries of 
national banks should be permitted to engage in a broad range of 
principal activities in the United States because Edge Act subsidiaries 
of banks have engaged in certain principal activities overseas in a safe 
and sound manner. 

Only a handful of U.S. banks engage to a significant extent in 
activities overseas through Edge Act subsidiaries. In addition, the 
Edge Act subsidiaries of U.S. banks engage almost exclusively in 
commercial banking activities that the banks could conduct directly in 
the United States. In this regard, only 9 U.S. banking organizations 
account for more than 95 percent of the assets of all Edge Act and 
other foreign subsidiaries of all U.S. banking organizations. Less than 
2 percental the assets of the Edge Act and other foreign subsidiaries 
of these nine banking organizations is attributable to activities that a 
bank cannot conduct directly, such as trading in equity securities. 
Furthermore, the bank-ineligible securities activities of these Edge Act 
subsidiaries are subject to various size limitations and other 
supervisory limits. 

Thus, there is very limited supervisory experience with Edge Act 
subsidiaries engaging overseas in the types of volatile 
activities - such as merchant banking - that Treasury would allow aM 
national banks to conduct in the United States. The limited exception 
provided Edge Act subsidiaries overseas does not Justify overturning 
the general principle that has served Congress and the American 
taxpayer well for decades. 

Furthermore, Congress explicitly authorized the creation of Edge 
Act subsidiaries to allow U.S. banks to compete equally in foreign 
banking markets where the laws may permit local banks that are 
supported by a foreign government’s safety net to engage in broader 
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range of activities than banks in the United States. The same principle 
that justified the creation of Edge Act subsidiaries - providing a level 
competitive playing field - does not Justify authorizing operating 
subsidiaries to conduct a broad range of principal activities in the 
United States. Permitting the operating subsidiary structure in the 
United States would place U.S. securities and insurance firms that 
chose to remain independent of banks at a competitive disadvantage, 
thereby creating an unlevel playing field in the United States. 

9. Did the thrift debacle result from allowing new 
financial activities in subsidiaries ? 

As the Treasury correctly points out, the thrift debacle had 
several causes. Unfortunately, Treasury’s proposal would replicate 
certain of the mistakes that contributed to the costly savings and loan 
bailout. 

In the 1980s, thrifts were permitted to engage indirectly through 
“service corporations” in risky principal activities, including real 
estate investment and development. The losses incurred by these 
service corporation subsidiaries contributed significantly to the costs 
of the bailout absorbed by the American taxpayer. Despite this 
experience. Treasury would now permit national banks to engage 
through an operating subsidiary in potentially volatile principal 
activities (such as merchant banking) that Congress has forbidden 
national banks to conduct directly. 

In addition, the thrift crisis was complicated and extended by the 
use of special regulatory accounting principles that differed from 
GAAP. These regulatory accounting devices made thrifts appear — at 
least to the regulators— to be in better financial condition than they 
were in fact. Treasury’s proposal, however, would create a similar 
regulatory accounting device through its proposed “capital deduction” 
procedure. This new regulatory accounting device would make a 
parent bank appear to have more capital and earnings than the bank 
may in fact have under CAAP. 
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10. Do bank holding companies face higher borrowin g 
costs than their banks ? 

The debt of bank holding companies generally has a lower credit 
rating than the debt issued by the bolding companies’ subsidiary 
banks, which tends to indicate that banks benefit from a subsidy due 
to their access to the federal safety net. In fact, for the 35 largest 
bank holding companies where comparable data is available, the debt 
rating of the holding company is always lower than the debt rating of 
the holding company’s subsidiary bank. Since banks have higher debt 
ratings than their parent holding companies, they can raise funds at a 
lower rate than their parent holding companies. 

The funding cost differential between banks and bank holding 
companies, moreover, is significant and appears to increase in periods 
of market stress-just as one would expect because the value of the 
subsidy increases during periods of financial turmoil. Even today, 
when economic times are good and the value of the subsidy should be 
relatively low, banks can raise debt capital, on average, at a cost that 
is 10 to 111 basis points lower than bank holding companies. This 
translates into a material advantage in those markets — such as the 
market for investment grade business loans — ^where gross profit 
margins may be only 20 to 30 basis points. 

1 1 • Is allowing new financial activities in subsidiarie s 
consistent with functional regulation ? 

According to Treasury, the operating subsidiary structure is fully 
consistent with functional regulation because the SEC and state 
insurance authorities would continue to have full supervisory authority 
over a broker'.dealer or insurance company, respectively, that is an 
operating subsidiary of a bank. 

Treasury's arguments again miss the point. No one 
contends that the SEC and state insurance regulators would not, or 
should not, continue to have regulatory responsibility for broker- 
dealers or insurance companies, wherever such companies are held in 
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a corporation's structure. The real issue is how best to minimize 
conflicts between the functional regulation of securities and insurance 
activities, on the one hand, and regulation designed to protect the 
safety and soundness of depository institutions on the other hand. 

The Federal Reserve, the SEC, and the securities and 
insurance industries all agree that the holding company framework 
provides the better vehicle for minimizing conflicts between functional 
and bank regulation. That is because the holding company framework 
better insulates the bank — which is the subject of all bank regulation — 
from the functionally regulated activities conducted by an affiliate. 

The current bills would further enhance these strengths by imposing 
reasonable limits on the Board's ability to examine, obtain reports 
from, impose capital requirements on, or take enforcement action 
against a functionally regulated nonbank affiliate of a financial holding 
company. These modifications would reduce overlapping 
examinations and the potential for conflicting capital requirements, 
and enhance coordination between the Board and functional 
regulators. 


The OCC has opposed the imposition of the exact same 
restrictions contained in the current bills on its authority over an 
operating subsidiary. The OCC argues — perhaps correctly — that it 
must have full and unfettered regulatory authority over an operating 
subsidiary because the subsidiary is directly owned by an insured 
bank. The simple fact that the OCC insists on having complete 
dominion over the regulation of all operating subsidiaries - including 
the authority to take actions against the subsidiary under the prompt 
corrective actions provisions of the Federal Deposit Insurance Act — 
demonstrates the incompatibility of the operating subsidiary approach 
with true functional regulation. 

1 2. What about the risk of a future Co ngress lo os ening 
apBlicable safeguards ? 

Many of the safeguards that Treasury has proposed to protect a 
parent bank from its operating subsidiaries (e.g. capital deduction) 
must be imposed by legislative or administrative action and, thus, 
could be weakened or eliminated in the future. 

On the other hand, many of the benefits associated with holding 
company affiliates (e.g. separation of the affiliate’s and bank’s 
financial statements) are inherent to the holding company structure 
and cannot be loosened by legislative or administrative action. 



70 


Mr. Oxley. Without objection, and all of the members’ state- 
ments will be made part of the record should they choose to do 
that. 

The gentleman from Massachusetts, Mr. Markey. 

Mr. Markey. Thank you, Mr. Chairman. 

It has now become increasingly clear that consumers are today 
at great risk on having their privacy totally compromised as the af- 
filiations occurring in the marketplace and sanctified under this 
bill allows banks, brokers, and insurance companies to compile a 
detailed digital dossier of a consumer’s most sensitive health and 
medical records, their credit cards, checking account transactions, 
their bank balances and loans, and their life and medical insurance 
information. 

If we fail to act now, we will soon be facing big brother banking, 
financial institutions that can snoop into our lifestyles, our fi- 
nances, other health records, our most personal family secrets. Now 
the financial services industry likes to tell us all about the wonder- 
ful synergies that will result when our personal secrets are sold 
and transferred to affiliates. 

Let us just take a look into the future at what some of those 
synergies actually mean for our consumers. The next time you get 
cold called by a stockbroker, will he tell you, hey, I see that you 
have been buying Ritalin for your daughter. You know, there are 
a lot of kids on Ritalin these days for attention deficit disorder and 
the company that makes this stuff is about to have its stock go 
right through the roof; but right now, it is undervalued. So we are 
recommending to our customers that they buy now. 

And oh, I see that you have been buying Depends for your 85- 
year-old mother-in-law who lives at home with you. Well, our 
health sector analysts have projected continued growth in the in- 
continence market as the baby boomers reach their golden years. 
So now is really the time to get in on the stock of the companies 
that make those products. 

Speaking of companies whose products are selling like hot cakes, 
I guess that I don’t need to tell you how much that Viagra drug 
has taken off if you know what I mean. 

Next day when you and your wife drop by to visit your friendly 
banker seeking a mortgage for the dream home that you just made 
an offer on, does he sympathetically shake his head as he reviews 
his computer data base saying he is so sorry to see that your wife 
has recently been under treatment for breast cancer. But the bank 
is just going to have to require a larger down payment and higher 
interest rates to reflect the increased risk they would dare if they 
were to grant this mortgage application given the fact that you will 
be relying on both of your incomes to make the mortgage pay- 
ments. 

And oh, by the way, we see that you have been charging quite 
a tab down at Joe’s tavern over the last 2 months which I guess 
is understandable in light of your daughter’s ADD, your mother-in- 
law’s incontinence problem, and your wife’s breast cancer treat- 
ments. But we are just somewhat concerned about the impact of 
your recently increased drinking habits on your continued ability 
to pay back this mortgage that you are asking us to grant you. 
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And when you drop by your insurance agent a few days later to 
take out a new life insurance policy, will he, after a few clicks of 
the mouse on his computer, look over to you and ask, so, can you 
tell me what all those recent charges are for sky-diving lessons? 

Well, if we allow all of this to be mixed into one company, each 
one of these people will have access to your file whether or not they 
have any basis to have access to it. 

Now, your friendly banker or broker or insurer in that one com- 
pany wouldn’t be foolish enough to actually reveal to you that they 
have gathered all of this sensitive information about you because 
they know that if they ever did, you would reach right across the 
desk and throttle them for their insolence in prying into your per- 
sonal affairs and talking about your daughter, your wife, your 
mother in those terms. But they do have the file right in front of 
them even though you didn’t go to them, that broker or that insur- 
ance agent or any other part of that affiliate for those services. 

Under current law, there is nothing, absolutely nothing to pre- 
vent them from taking your family secrets and selling or transfer- 
ring them to their affiliates all in the name of synergies. H.R. 10 
does very little to stop the principal harm done by those much tout- 
ed synergies, the taking of an individual’s most precious private 
property right, their right to privacy. 

We are going to form a Congressional privacy caucus. We need 
one. As all of these technologies converge, as all of these financial 
institutions converge, we need a Congressional privacy caucus to 
ensure that we have an ongoing monitoring of these issues. Every 
citizen has a right to knowledge of the information that is being 
gathered about them, notice that the information is going to be re- 
used for purposes other than that which they originally intended, 
and the right to say no, they don’t want this information used for 
any other purpose. 

I hope that as we move forward on the markup of this legislation 
that we can ensure that these privacy rights of every American are 
indeed protected. 

I thank you, Mr. Chairman, and I yield back the balance. 

[The prepared statement of Hon. Edward J. Markey follows:] 

Prepared Statement of Hon. Edward J. Markey, a Representative in 
Congress from the State of Massachusetts 

Thank you, Mr. Chairman. One of the most critically important domestic policy 
issues coming before the Congress this session is what is going to happen to the 
consumer’s most personal information, including their financial records, or their 
health and insurance information when banks, brokerage firms, and insurance com- 
panies all merge with one another under the financial services modernization legis- 
lation, H.R. 10. 

It has now become increasingly clear that consumers are today at great risk of 
having their privacy totally compromised as the affiliations occurring in the market- 
place and sanctified under this bill allow banks, brokers, and insurance companies 
to compile a detailed digital dossier of a consumer’s most sensitive health and med- 
ical records, their credit card and checking account transactions, their bank bal- 
ances and loans, and their life and medical insurance information. If we fail to act 
now, we will soon be facing Big Brother Banking — financial institutions that can 
snoop into our lifestyles, our finances, our health records, our most personal family 
secrets. Now, the financial services industry likes to tell us all about the wonderful 
“synergies” that will result when our personal secrets are sold or transferred to af- 
filiates. 

But let’s just take a look into the future at what some of these “synergies” actu- 
ally could mean for consumers. The next time you get cold-called by a stock broker. 
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will he tell you, “Hey, I see here that you’ve been buying Ritalin for your daughter. 
Well, you know, there are a lot of kids on Ritalin these days for Attention Deficit 
Disorder, and the company that makes this stuff is about to have its stock go right 
through the roof. But right now, it’s undervalued and so we’re recommending to our 
customers that they buy now. 

“Oh, and I see that you’ve been buying Depends for your 85-year old mother-in- 
law, who lives at home with you. Well, our health sector analysts are projecting con- 
tinued growth in the incontinence market as the Baby Boomers reach their Golden 
Years, so now is really the time to get in on the stock of the companies that make 
these products. And speaking of companies whose products are selling like hotcakes, 
I guess I don’t need to tell YOU how much that Viagra drug is taking off — if you 
know what I mean?” 

And, the next day, when you and your wife drop by to visit your friendly banker 
seeking a mortgage for the dream home you’ve just made an offer on, does he sym- 
pathetically shake his head as he reviews his computer database, sa 3 dng that he’s 
so sorry to see that your wife has recently been under treatment for breast cancer, 
but “the bank is just going to have to require a larger downpayment and higher in- 
terest rate to reflect the increased risk it would bear if it were to grant this mort- 
gage application, given the fact that you will be relying on both of your incomes to 
make the mortgage payments.” 

“Oh, and by the way, we see that you’ve been charging quite a tab down at Joe’s 
Tavern over the last two months, which I guess is understandable in light of your 
daughter’s ADD, your mother-in-law’s incontinence problem, and your wife’s cancer 
treatments. But we’re just somewhat concerned about the impact of your recently 
increased drinking habits on your continued ability to pay back this mortgage you’re 
asking us to grant you.” 

And when you drop by you insurance agent a few days later to take out a new 
life insurance policy, will he, after a few clicks of the mouse on his computer, look 
over to you and ask, “So, can you tell me what all these recent charges are for Sky- 
diving Lessons?” “And I also see that you’ve recently written several checks for psy- 
chiatric counseling and you’ve also submitted claims for a Prozac prescription — 
what’s that all about?” “Now, I am sorry to have to ask this, but you know — it’s com- 
pany policy. I mean, between your kid’s ADD, your mother-in-law’s incontinence, 
your wife’s breast cancer, your recently increased drinking, your impotence, and, 
well, this new skydiving thing — well, our management might say that we shouldn’t 
really insure you at all. I mean, let’s face it, given all you’ve been going through, 
you are definitely one big suicide risk.” 

Now, of course, your friendly banker, broker, or insurer won’t be foolish enough 
to actually reveal to you that they’ve gathered all this sensitive information about 
you, because they know that if they ever did you’d probably reach right across the 
desk and throttle them for their insolence in prying into your personal affairs. But, 
under current law, there is nothing to prevent them from taking your family secrets 
and selling or transferring them to their affiliates — all in the name of “synergies.” 
And H.R. 10 does very little to stop the principal harm done by these much touted 
“synergies” — the taking of an individual’s most precious private property right, their 
right to privacy. 

In order to provide meaningful privacy protections, H.R. 10 needs to provide con- 
sumers with three things: Knowledge of what information is being collected about 
them; Notice before information is transferred to affiliates for purposes other than 
the original purpose for which it was provided, and a right to say No. I intend to 
offer amendments to this legislation which would provide consumers with Knowl- 
edge, Notice and Know, and I urge my colleagues to support this effort. In addition, 
I would like to notify the Members that I am today establishing a Congressional 
Privacy Caucus to serve as a clearinghouse for information on privacy matters and 
educate and organize Members with an interest in these critical issues, so that we 
can prevent the digital disutopia that I have just described from coming into being. 
I urge my colleagues to join me in this endeavor. 

Mr. Oxley. The gentleman yields back. The Chair now recog- 
nizes the vice president of the subcommittee, the gentleman from 
Louisiana, Mr. Tauzin. 

Mr. Tauzin. Thank you, Mr. Chairman. 

I commend you for moving H.R. 10 again this year in an attempt 
to settle this incredibly complex and contentious set of issues. Just 
last week, Alan Greenspan, chairman of the Federal Reserve 
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Board, shared with us his concerns regarding H.R. 10 as it was re- 
ported out of the banking committee. 

I am pleased to see my colleague from Louisiana who serves on 
that committee here. I wanted to say up front that I think Mr. 
Greenspan’s concerns about the op-sub model proposed by the 
banking committee are shared by this member. As reported out of 
H.R. 10 as it came out of banking it would enable banks to transfer 
safety net subsidies to their operating subsidiaries engaged in fi- 
nancial activities not conducted directly in the banks. 

Mr. Greenspan indicated his concern, I share it, that this would 
place traditional securities and insurance firms at a competitive 
disadvantage as it clearly would not have the access to the pay- 
ment system that would be affordable indeed to banks engaging in 
these activities. Ultimately, I disagree with the notion that the se- 
curities or insurance firm should have access to a payment system 
just because it is an operating subsidiaiy of a bank. In fact, I can’t 
see a good reason why any securities, insurance, and nonbanking 
entity should be afforded access to the payment system. 

To try to put it in perspective here, banks have always been al- 
lowed to receive Federal safety net subsidies for one reason, be- 
cause we believe that it is important to preserve the safety and 
soundness of the banking system in which Americans deposit their 
money for safekeeping. It makes sense. Depositing money in a bank 
should be, as much as possible, a riskless activity. And the pay- 
ment system exists to ensure against or eliminate as many of those 
risks as possible when that money is deposited. 

By contrast, it is counterintuitive, in fact it is ridiculous to say 
that an investor is going to expect any loss she might incur as a 
result of investing in an inherently risky capital market should be 
insured by the taxpayers through the Federal Government that in- 
sures these safety net deposits. Fundamentally then, it doesn’t 
make sense for the Federal Government to insure against capital 
losses, and I can see no justification whatsoever for enabling sub- 
op investments and securities firms to access Federal safety nets 
subsidies. 

That access would indeed result in competitive disadvantages, 
and I think would subsidize the capital investment activities on be- 
half of the investing customers. I understand that Secretary Rubin 
will favor the sub-op model, and I am anxious to hear if he can ad- 
dress those concerns. Ultimately, there is an additional concern 
that I have with H.R. 10 that I want to hear briefly. 

I am concerned about the way that the insurance provisions are 
drafted. In my view, the bill in its current state seems to strip the 
States of their much needed authority to regulate the sale of insur- 
ance and protect insurance customers. In lieu of affording the 
States the requisite authority to properly regulate insurance, the 
bill appears to give the comptroller and the office of thrifts division 
a great deal of regulatory discretion to control these activities. 

I just had some recent experience with the FCC that I think we 
all should remember. The FCC recently, through court action, de- 
prived our States of their authority to local telephone rates based 
on economies of scale and local costs. Just as local special consider- 
ations and insurance has generally been regulated on a State and 
local basis, because of that, I have grave concerns about a policy 
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that would move more and more authority to a Federal system of 
regulation and the uncertainties of changes in that Federal regu- 
latory scheme from time to time. 

That provision of H.R. 10 deeply concerns me. After all, the 
terms of the insurance policies are usually based on many local 
considerations to which Federal regulators are not at all sensitive. 
Again, Mr. Chairman, I am anxious to hear my good friend, espe- 
cially my friend from Louisiana, but I also look forward to hearing 
Secretary Rubin’s defense of what I consider to be some very bad 
policy when it comes to sharing the Federal safety net to risky cap- 
ital investments. I yield back the balance of my time. 

Mr. Oxley. The gentleman yields back. 

The gentleman now recognizes the gentleman from Michigan, the 
ranking member of the full committee, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, I thank you for your courtesy and 
I thank you for the hearing. 

Mr. Chairman, I will not belabor the points I made in my open- 
ing statement at last week’s hearing. That record is, I think, a good 
one; and I am pleased to have made the opening statement and re- 
ceived the courtesy of the Chair on that matter. 

I will reiterate one thing. I am strongly opposed to H.R. 10 in 
its current form. I am willing to work with my colleagues to im- 
prove it. However, unless it is significantly changed, I will regret- 
fully be opposed to it at every stage of the legislative process with 
great vigor. 

On behalf of the minority, I will need to note a serious proce- 
dural and substantive issue for the record. Last week we were in- 
formed by the majority staff that we could not hear from consumer 
group witnesses at today’s hearing because there would be three 
panels of administration and industry witnesses and thus no time 
or room to accommodate the minority’s request. 

While I understand that time is dear, I would note that having 
a full and complete record is extremely important and having the 
views of consumers on this matter is something which is very im- 
portant both to a proper hearing of the matter and also to a proper 
hearing record, as well as to give the committee the information on 
all viewpoints with regard to the legislation. I feel very strongly 
that we do need in this committee a strong record on key consumer 
issues, including privacy and the community reinvestment act. 
Therefore, it would be my hope that we could hear these witnesses 
at a time soon and that we could do a good job of achieving a prop- 
er and a full record. 

I would note that two of my colleagues from the banking com- 
mittee, Republican members, are being heard this morning. They 
were added at the last minute. That is fine. I have no objection to 
that and certainly there is no ill will either toward these members 
or toward having them heard. But we do believe that there should 
be an opportunity for the committee to hear from consumer wit- 
nesses and that we should make the necessary room and oppor- 
tunity for them to be heard. 

I would also note that the Treasury Department testimony ar- 
rived last evening after most members of the staff had left for the 
day. I respectfully request then that the record be kept open for the 
submission of written questions for the Secretary after we have 
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had adequate opportunity to review his written statement and the 
issues that that statement raises. 

I would note that the Chair has been providing good leadership 
in our consideration of this matter, and I thank you for recognizing 
me for my comments. 

Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman yields back. Without objection, any 
questions to the Secretary in writing would be in order. Without 
objection it is so ordered. 

Mr. Oxley. The gentleman from Kentucky, Mr. Whitfield. 

Mr. Whitfield. Thank you very much, Mr. Chairman. Thank 
you, Mr. Chairman, for recognizing me. 

I wanted to welcome today to this hearing George Nichols who 
is the Commissioner of Insurance from the State of Kentucky. I 
know he has testified before this committee before. He is a real ex- 
pert in this area. He is considered one of the most effective insur- 
ance commissioners we have had in Kentucky for some time and 
his peers at the National Association of Insurance Commissioners 
respect him so much that they named him the chairman of their 
special committee on financial services modernization. 

So, Mr. Commissioner, we look forward to your testimony as well 
as that of the other distinguished witnesses this morning. 

I yield back the balance of my time. 

Mr. Oxley. The gentleman yields back. 

The gentleman from Minnesota, Mr. Luther. No opening state- 
ment? 

The gentleman from Iowa, Dr. Ganske. 

Mr. Ganske. Thank you, Mr. Chairman. 

I think it would not have been unreasonable for a lobbyist when 
I started in 1995 to have said I expect that you will see a vote on 
war and a vote on an impeachment of the President before you will 
ever see Glass-Steagell changed. 

Well, it is possible that we are seeing light at the end of the tun- 
nel, and the reason for that is that I think there is a consensus 
that the form of Glass-Steagell would provide for better services for 
consumers and would also help our financial services industry in 
the United States compete better globally. Des Moines has a very 
strong financial services and insurance industry, and so I have 
been very interested in this issue. 

Why am I optimistic? Well, there was a big bipartisan vote that 
came out of banking, and I appreciate Mr. Baker and Mrs. Rou- 
kema for being here today. I am hearing that leadership on both 
sides of the aisle in both the House and the Senate would like to 
see something happen this year as well as the administration. That 
doesn’t mean that there aren’t some problems and some bumps 
along the way that we will have to look at. It has already been 
mentioned that the operating subsidiary issue, the financial med- 
ical privacy issue, CRA — but I feel that there is a coalition that is 
there that has come together based on work that we did in the last 
Congress that is delicate but is in agreement on most of the major 
things as it relates to insurance, securities, banking, and consumer 
protections. 

And I am very hopeful, Mr. Chairman, that maybe this year we 
will actually get the job done. Maybe the stars will come into align- 
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ment. It takes an awful lot of work by a lot of people, and I com- 
mend you for your effort on this. 

I also want to note that Mr. Arnold Schultz is here today from 
Grundy Center which is very close to Des Moines. We will appre- 
ciate his testimony. 

Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman yields back. 

The gentleman from Illinois, Mr. Shimkus? Do you have an open- 
ing statement? None. 

The gentleman from New York, Mr. Fossella. Mr. Bilbray, the 
gentleman from California. 

Mr. Gillmor, the gentleman from Ohio. 

Mr. Gillmor. Mr. Chairman, I don’t have an opening statement. 
I just want to welcome a fellow “buckeye” who is going to be on 
our last panel, W. Craig Zimpher, with Nationwide Insurance who 
I first knew when he worked in then Governor Rhodes’ office and 
has had a distinguished career both in government and the private 
sector, and we look forward to hearing his testimony. 

Mr. Oxley. I thank the gentleman. And finally the gentleman 
from Maryland, Mr. Ehrlich. 

No further opening statements, we will now turn to our distin- 
guished Members panel. Let me introduce the first witness, the 
gentleman from Louisiana, Mr. Baker. 

STATEMENT OF HON. RICHARD H. BAKER, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF LOUISIANA 

Mr. Baker. Thank you, Mr. Chairman. I certainly appreciate the 
courtesy that you have extended and that of the committee to allow 
me to appear here this morning with Ms. Roukema and to present 
a perspective from the House Banking Committee on this con- 
troversial subject. 

The world is changing irrevocably in manners that few under- 
stand and even less can accurately predict. No doubt there are 
many companies that can lend you a mortgage, but there is one out 
there that can also do that and sell you a casket as well under cur- 
rent law. 

The pressure is on, whether from uniquely chartered special pur- 
pose institutions, such as unitary thrift, a section 20 affiliate, or a 
foreign bank. The traditional institution has competitors with mar- 
ket advantages governmentally created. 

Just one example. Since 1990, the Fed has issued approval for 
18 foreign banks to own subsidiaries that engage in the under- 
writing of securities in the United States. This is not insignificant 
as the aggregate asset size of these foreign institutions exceeds 
$450 billion. The Fed has acknowledged that a foreign bank may 
establish a subsidiary while a U.S. bank may not. 

On another point somewhat unrelated but of equal curiosity, 
under the Bank Holding Company Act, a bank may own up to 24.9 
percent of nonvoting stock in a United States corporation, but at 
the same time that same bank may own up to 40 percent of non- 
voting stock of a foreign corporation. I never have understood nor 
had it explained to me why a larger share of ownership in a foreign 
corporation is safer than a smaller share of ownership in a domes- 
tic corporation. 
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Clearly there is a patchwork of regulatory standards and stat- 
utes that create current market inequities. I note, Mr. Towns, in 
your opening statement your concern for having a uniform playing 
field in which all participants are treated equally. The regrettable 
observation is, today, we have irregularities that create market in- 
equities already. But to add another level of complexity to that de- 
cisionmaking process, I would note that there are nonregulated fi- 
nancial service organizations that do provide a full range of finan- 
cial services without similar regulatory responsibilities. 

This means that competitors of regulated financial institutions 
have a real cost advantage in the delivery of the same financial 
products. For instance. Ford Motor Company can offer a money 
market account which is, in all respects, a checking account as well 
as investment counseling, insurance products, radios, and bumpers. 

Is this bad? Consumers don’t think so. Profits are at record lev- 
els, stock valuations are at record levels. But they don’t pay deposit 
insurance premiums. Consumers don’t care. The Federal Reserve 
monitoring is not there. Consumers don’t care. They don’t comply 
with CRA. Consumers don’t care. Neither the OTS, the FDIC, the 
OCC, or the Treasury inspect the books. Customers just don’t care. 

There is good reason why the customers don’t worry about the 
lack of government intrusion. As Fed Governor Ferguson best stat- 
ed on February 25 of this year, and I note after the Long-Term 
Capital failure, “perhaps the most fundamental principle that must 
^ide us is that private market participants are the first line of de- 
fense against excessive private and public risk in the financial sys- 
tem.” 

I would note that it was the market that first advised the regu- 
lators of Long-Term’s significant problems, not the regulatory sys- 
tem. Despite the regulatory failure in the LTCM problems, the sys- 
tem almost always works in the best interest of the taxpayer and 
the consumer. 

Can we assure there will never be failures? Certainly not. The 
markets do treat failure very harshly, but can we assure that there 
will never be any loss to the deposit insurance fund no matter 
whether we have the affiliate or the subsidiary structure? Abso- 
lutely not. 

But the Secretary of the Treasury and all four past and present 
FDIC chairpersons, the current and three preceding, two Repub- 
licans and two Democrats, agree that the op-sub provisions make 
market sense and consumer sense. In fact, the preceding FDIC 
chairmen argue that forcing activities into an affiliate actually ex- 
poses insured banks to greater risks than that of the operating sub- 
sidiary. 

So what are we to do? Ultimately, the consumer and taxpayer 
should be our focus. Government policy should not determine prof- 
itability. Government regulations should not determine winners 
and losers. In America, management should discuss in their board- 
room how to best use their shareholders’ investment to efficiently 
serve customers. 

The best service at the lowest price serves investors and con- 
sumers well. But leaving business managers to structure their 
business as they see fit should not only be permissible but encour- 
aged. The Fed would acknowledge that for the complex inter- 
national financial 
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corporation that is permissible under current law, the best risk 
analysis comes from the corporations’ own internal risk-manage- 
ment analysis. 

Can we appropriately conclude that we can best determine busi- 
ness structure when we can’t fully understand even the business 
activities that we are attempting to regulate? Governor Meyer, in 
a speech of March 2 of this year said, “if we excluded banks from 
financial modernization in order to avoid safety net and subsidy 
transference over a wider area, banks would simply take smaller 
shares of the total financial markets’ pie as their less-protected and 
subsidized competitors expanded.” 

I doubt that banks would wither away, but they would surely be- 
come less important. Let me say it in my own way. Imagine for a 
moment your last name is Kennedy, not the Massachusetts kind 
but the Clinton, Louisiana, kind, and you are sitting behind the 
desk as the CEO of Feliciana Bank and Trust in Louisiana, a $44.2 
million institution. While you look down the street, and it is a short 
street, you look to the automobile dealership where you used to fi- 
nance six, maybe eight automobiles a month. Now G.E. Capital fi- 
nances those. You look up the street to the sheriffs department 
and you see G.E. Capital financing the fleet-leasing program for 
that sheriffs department. As a matter of fact, everywhere you look 
in that town you find evidence of G.E. Capital, home mortgages, in- 
surance, retail, finance, credit cards, computer services, appliance 
manufacturing, plastics, lighting and aircraft engines. By the way, 
they can advertise it all on their own network, NBC. 

Now, do you think that Mr. Kennedy is really worried about affil- 
iate versus subsidiary structure? You see, G.E. Capital is not sub- 
ject to Federal regulation. Neither the FDIC, the OTC, the OCC, 
or CRA or any other financially regulatory constraint which Mr. 
Kennedy is subject to. This is just one example among many. So 
while we fervently debate the advisability of affiliate versus sub- 
sidiary, Mr. Kennedy wonders why A.G. Edwards, credit unions, 
and G. E. Capital and the like are able to do what he can’t, make 
a profit without strangling government regulation. 

Does the Federal Reserve really need to sit on Mr. Kennedy’s 
board to protect America’s economic interests? Would a subsidiary 
in Clinton, Louisiana, threaten national safety and soundness? I do 
not think so. Let the free enterprise system work. Let services and 
products meet consumers needs. Let regulators monitor profes- 
sional conduct, and let Mr. Kennedy make his own business deci- 
sions whether those include a subsidiary or not. In this matter, fi- 
nancial markets will continue to innovate products and services 
whereby consumers will be protected and served in the best man- 
ner possible. 

Thank you, Mr. Chairman. 

[The prepared statement of Hon. Richard H. Baker follows:] 

Prepared Statement of Hon. Richard H. Baker, a Representative in Congress 
FROM THE State of Louisiana 

The world is changing, irrevocably, in manners that few understand, and even 
less can accurately, predict. Governor Meyer of the Federal Reserve captures this 
change well. 

High-speed computers and constant pressure to press the envelope of regulatory 
limits made possible everything from money market mutual funds to deriva- 
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tives; from loans once held permanently by a bank to securitization into a cap- 
ital market instruments; from computer shopping for a mortgage to a higher 
yielding deposit at a virtual bank; from equity mutual funds from a bank or a 
broker to a checking account at your credit union; from a company that will 
lend you a mortgage to one that will do that and sell you a casket (yes a casket 
manufacturer owns an S&L); and I could go on. — Gov. Laurence Meyer (March 
12, 1999) 

The pressure is on, whether from uniquely charted, special purpose financial insti- 
tutions, such as a unitary thrift, a Section 20 affiliate, or a foreign bank, the tradi- 
tional institution has competitors with market advantages governmentally created. 
Just one example, since 1990, the Fed has issued approval for 18 foreign banks to 
own subsidiaries that engage in the underwriting of securities in the U.S. This is 
not insignificant as the aggregate asset size of these foreign institutions exceeds 
$450 billion. The Fed has acknowledged that a foreign bank may establish and fund 
a subsidiary, while a U.S. bank may not.Another anachronism of financial regula- 
tion includes current Fed practices. Under the Bank Holding Company Act, a bank 
may own up to 24.9% of non-voting stock in a U.S. corporation, but at the same time 
it may own up to 40% of a foreign corporation. I have never understood how a larger 
share of a foreign corporation is less risky than a smaller share of a U.S. corpora- 
tion. And don’t get me started on the subject of unitary thrifts except for one obser- 
vation. The unitary thrift charter was created by Congress in 1967. Not only do 
these institutions engage in diversified financial activities, they engage in commer- 
cial activities as well. Although existing charter operations number in the hundreds, 
many more applicants are pending approval. More importantly, of all thrifts oper- 
ating today, unitary thrifts control 70% of all thrift assets. 

Despite this predominant market share, are regulators in pursuit of abusive mar- 
ket participants? No. Are consumer organizations demanding their closure? No. Are 
securities and insurance companies fighting to eliminate them? Not hardly. In fact, 
the only group outspoken in their demand for limits on the unitary thrifts are the 
banks. Why, because of the competitive advantage of their charter. 

Clearly, there is a patchwork of regulatory standards and statutes that create cur- 
rent market inequities. But to add another level of complexity to our decision mark- 
ing process non-regulated financial service organizations provide a full range of fi- 
nancial services without a similar regulatory responsibility. This means that non- 
regulated competitors of regulated financial institutions have a real cost advantage 
in the delivery of financial services. 

For instance, many non-banks such as GMAC and Ford Motor Company offer a 
money market account, which is, in all respects a checking account, as well as in- 
vestment counseling, insurance products, radios, and windshield wipers. Is this bad? 
Customers don’t think so. Profits are at record levels, stock valuation is at record 
levels. But they don’t pay deposit insurance premiums. Customers don’t care. The 
Federal Reserve doesn’t claim to monitor their conduct. Customers don’t care. They 
don’t comply with CRA. Customers don’t care. Neither the OTS, the FDIC, the OCC, 
or the Treasury inspect the books. Customers don’t care. And there is good reason 
why customers don’t care about intrusive government regulation. 

As Fed Governor Ferguson best stated on February 25 of this year, note after 
Long Term Capital’s demise: 

Perhaps the most fundamental principal that must guide us is that private 
market participants are the first line of defense against excessive private and 
public risk in the financial system. Private borrowers, lenders, investors, insti- 
tutions, traders, brokers, exchanges, and clearing systems all have huge stakes 
in containing their risks as individual agents and risk to the system as a whole. 
Private market participants can discourage excessive risk taking by choosing to 
do business with those firms that demonstrate sound risk management systems, 
and portfolios that balance appropriately risk and expected return. — (Gov. Fer- 
guson, Feb. 25, 1999) 

Despite the regulatory failure in the LTCM incident, the system almost always 
works in the interest of the taxpayer. 

Can we assure there will never be failures? Certainly not. The markets do treat 
failure harshly! Can we assure there will never be any loss to the deposit insurance 
funds, no matter what structure we dictate? Absolutely not. 

But I am assured by the Secretary of the Treasury, and all four FDIC chair- 
persons, (the current and three preceding — 2 Republicans and 2 Democrats), agree 
that the op-sub provisions make market sense and consumer sense. In fact, the pre- 
ceding FDIC chairmen argue that forcing activities into an affiliate actually exposes 
insured banks to greater risks than that of an operating subsidiary. 

So what are we to do? Ultimately the consumer and the teixpayer should be our 
focus. Government policy should not determine profitability. Government regulation 
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should not determine winners and losers. In America, management should hold dis- 
cussions in the boardroom how to best use their shareholders investment to effi- 
ciently serve their customers. The best and most convenient service at the lowest 
price serves investor and consumer well. Permitting business managers to structure 
their business as they see fit should not only be permissible, it should be encour- 
aged. 

The Fed acknowledges, that for complex international financial institutions — all 
operating under existing law — the best risk analysis comes from the institutions 
own internal managerial risk assessment. Can we appropriately conclude that we 
can best determine business structure, when we don’t fully understand the nature 
of the business activities we are attempting to regulate? 

Let me say it another way. Imagine for a moment your last name is Kennedy — 
not the Massachusetts kind, but the Feliciana Louisiana kind, and you’re sitting be- 
hind the desk of Clinton Bank and Trust, which is a $44.2 million community bank. 
While we debate subsidiary versus affiliate, he looks down the street and sees, say 
for example, the local credit union or GE Capital which is financing the 6 or 8 cars 
a month he used to finance. He sees GE Capital down the street leasing an auto 
fleet to the Sheriffs department. GE Capital in fact can do home mortgages, insur- 
ance, retail finance, credit cards, computer service, appliance sales, plastics, light- 
ing, and aircraft engines, and advertise it all on their network-NBC. All without 
bank holding company regulation. Do you think Mr. Kennedy is really worried about 
affiliates versus subsidiaries? You see GE Capital is not subject to Federal regula- 
tions, FDIC, OTC, OCC — and particularly CRA — or any other financial regulatory 
constraint, but Mr. Kennedy is subject. 

Now this is just one example among many. So while we fervently debate the ad- 
visability of affiliate versus subsidiary, Mr. Kennedy wonders why credit unions, 
unitary thrifts like AG Edwards, GE Capital, and the like are able to do what he 
can’t — make a profit without the strangling government regulation. Does the Fed- 
eral Reserve really need to sit on Mr. Kennedy’s board to protect America’s economic 
interests? Would a subsidiary in Clinton, Louisiana threaten national safety and 
soundness? I do not think so. 

Let’s let free enterprise work. Let services and products meet consumer needs. Let 
regulators monitor professional conduct. And let Mr. Kennedy make his own busi- 
ness decision — whether a subsidiary or not. 

Mr. Oxley. Thank you, Mr. Baker. 

We now turn to our distinguished lady from New Jersey. What 
are your druthers, Marge? 

STATEMENT OF HON. MARGE ROUKEMA, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW JERSEY 

Mrs. Roukema. Well, my druthers would be, I think in the inter- 
est of your time and everyone’s patience here, to just submit my 
testimony and give maybe a 2 minute summary so that it can be 
submitted. Because I, as chairwoman of the Financial Institution 
Subcommittee, have very strong feelings here on the subject of the 
holding company affiliate structure that are consistent with Chair- 
man Greenspan’s position. I know you, Mr. Chairman, have ref- 
erenced the Greenspan position. 

This is not about winners and losers, it is about fire walls and 
safety and soundness and the American taxpayers. In my full testi- 
mony, I reference the fact that if we don’t learn from history, we 
are doomed to repeat the same mistakes and item by item ref- 
erenced the savings and loan debacle as being a parallel that we 
would be inviting if we did not follow Mr. Greenspan’s position. 

This is not a turf battle. It is about having more than rhetoric 
relating to safety and soundness and those fire walls. I believe 
firmly, as my testimony will reflect in specific detail, that the hold- 
ing company structure is absolutely essential to prevent conflicts of 
interest and the safety and soundness questions. 
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In addition, I must say that if you look at the Asian crisis, you 
will see that government interference in the financial institutions 
there brought about the Asian crisis. I am not talking as a Repub- 
lican or as a Democrat. But if you have elected officials through the 
Treasury Department setting up arbitrary and discretionary re- 
quirements for financial institutions in the future, you are inviting 
political manipulation rather than objective standards for those 
purposes. 

Finally, I would like to say that by all means I believe we need 
a bill this year. If we in the Congress do not get a bill this year, 
we are essentially saying that the regulators and the Court — we 
can’t do our business and the regulators and the courts will fill in 
and redesign financial institutions and modernization without stat- 
utory authority because we would have abrogated our responsi- 
bility. 

Again, Mr. Chairman, I believe that you will see that the testi- 
mony reflects completely from my own experience and my position 
as the chairwoman of what Chairman Greenspan has laid out to 
you and what you, Mr. Chairman, and Mr. Tauzin, vice chairman, 
have enunciateed in your opening statements. 

[The prepared statement of Hon. Marge Roukema follows:] 

Prepared Statement of Hon. Marge Roukema, a Representative in Congress 
FROM THE State of New Jersey 

“We cannot escape history. We of this Congress and this administration will be 
remembered in spite of ourselves.” Those words remain as true today as they were 
the day Abraham Lincoln uttered them in 1862 and they have special significance 
for Congress as we consider legislation that would comprehensively modernize our 
financial laws. 

Financial modernization may not have the headline-grabbing power of air strikes 
in Serbia or school violence, or the potential to affect our daily lives like a proposed 
tax increase. But this legislation is critically important. If not “done right” it has 
the potential to drain hundreds of billions from America’s financial system and from 
federal budget priorities such as preserving Social Security and improving edu- 
cation. This is not about winners and losers. By all means, we need a bill this year. 

The pending financial modernization legislation is designed to replace outmoded 
laws — many of which were drafted during the Great Depression. The bill would tear 
down the out-of-date barriers that prohibit banks, securities firms, insurance compa- 
nies and other financial service providers from affiliating with each other and enter- 
ing each other’s businesses. It would foster competition for financial services, permit 
financial organizations to offer consumers a wider array of products and services, 
and enhance the ability of U.S. banking and financial companies to compete more 
efficiently in the global market. 

Congress has a special responsibility, however, to ensure that the newly author- 
ized affiliations and activities occur within a framework that protects the safety and 
soundness of this nation’s insured banks, the Federal deposit insurance funds and 
the American taxpayer. In fact, this decision regarding the how we construct an ap- 
propriate framework for authorizing new financial activities is likely the most im- 
portant decision associated with financial modernization, and a misstep will have 
profound consequences for our financial system and the taxpayer. 

We have been down this road before. The savings and loan debacle of the 1980s 
cost the Federal deposit insurance funds and, ultimately, the American taxpayer 
hundreds of billions of dollars. Indeed, the price tag grows every day as lingering 
lawsuits are settled. 

These losses were caused in part because S&Ls were permitted to engage in risky 
activities directly or through subsidiaries - incurring substantial losses. In some 
cases, these losses had a direct impact on the financial solvency of the parent thrift. 
Hundreds of federally insured thrifts had to be bailed out by the federal govern- 
ment, and ultimately, by us, the teixpayers. 

Following the thrift taxpayer-financed bailout. Congress restricted the ability of 
insured state banks to engage through subsidiaries in such risky activities, such as 
underwriting property and casualty insurance or making equity investments in non- 
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banking entities. We also required the accounting practices of Federal banking 
agencies to “be uniform and consistent with generally accepted accounting prin- 
ciples.” 

Now we have to apply the standards of safety and soundness to financial mod- 
ernization. Unfortunately, the painful lessons of the thrift debacle have faded with 
time and our enduring economic hoom has tempered memories of what can happen, 
particularly to insured depository institutions, when the economy turns sour. 

I believe the Treasury Department’s own modernization proposal has the potential 
to repeat the costly mistakes of the thrift crisis. In particular, the Treasury Depart- 
ment has championed a proposal that would allow so-called “operating subsidiaries” 
of national banks to engage in some of the potentially risky activities that Congress 
has not allowed national hanks to conduct directly. These activities include mer- 
chant banking activities, which would allow subsidiaries of national banks to ac- 
quire up to 100 percent of the equity of companies engaged in any type of financial 
or commercial activity. 

Here we go again. Treasury’s proposal would place the American taxpayer at risk. 
Losses at an operating subsidiary can occur quickly and can significantly exceed the 
bank’s total capital and investment in the subsidiary. These losses must be fully and 
immediately reflected in the financial statements of the parent insured hank under 
generally accepted accounting principles and, thus, can have an immediate impact 
on the bank’s solvency. The direct ownership and management link between an op- 
erating subsidiary and its parent bank also gives the bank a strong incentive to sup- 
port a financially distressed operating subsidiary. These economic realities have not 
changed since the thrift crisis of the 1980s. 

Treasury would address the risks inherent in the operating subsidiary structure 
through the creation of so-called regulatory “firewalls.” But these firewalls would 
not fully protect an insured national bank, the Federal deposit insurance funds or 
the American taxpayer from losses incurred by an operating subsidiary. Experience 
with the thrift crisis proves that such artificial regulatory accounting devices are not 
effective because they cannot alter economic realities — losses at a subsidiary reduce 
the economic resources of the parent. 

This is precisely why Congress must support the “holding company” framework. 
The holding company framework has an established track record of better insulating 
insured banks from the risks associated with new activities. An insured bank does 
not control a holding company affiliate. Instead, the bank is owned by the uninsured 
holding company. Losses incurred by a holding company affiliate are not directly re- 
flected in the financial statements of an affiliated bank and are borne by the unin- 
sured holding company — not the insured bank. 

It is for these reasons that the financial modernization bills passed last year by 
the House and by the Senate Banking Committee rejected the operating subsidiary 
framework and required a holding company framework. Many who discount last 
year’s action claim it is nothing but a turf battle. It is not. There are sound policy 
reasons to institute a prudent system of checks and balances. 

There is one final risk that the operating subsidiary structure would present. It 
would invite the further politicization of banking and financial policy by greatly ex- 
panding the authority of the Treasury Department and, thus, the ability of any Ad- 
ministration — Democrat or Republican — to exert influence over banking organiza- 
tions. For sound reasons, Congress has carefully divided responsibility for financial 
institution regulation and policy among the politically elected executive branch and 
independent regulatory agencies, such as the Federal Reserve Board. 

We have the right regulatory structure now. Here I would point to Asia where 
the ongoing financial crisis was exacerbated by the outright corrupt relationship be- 
tween the Asian governments and their respective financial industries. 

The operating subsidiary structure would dangerously upset this careful balance 
and lead to the further politicization of financial policy. Banks play too important 
a role in our economy to allow banking policy to become further politicized. 

The lessons of the financial collapse that led to Depression and the more recent 
Asian economic crisis should be “red flags” reminding Congress to do it job to pro- 
tect the safety and soundness of the financial services sector. It does that by fol- 
lowing the lead of Federal Chairman Alan Greenspan and by rejecting Treasury’s 
dangerous “opsub” scheme. 

Mr. Oxley. Without objection, the full statement will be made 
part of the record as well as Mr. Baker’s. We thank both of you for 
your testimony. The Chair would note that we do have a vote on 
the floor, and the committee will stand in recess for 15 minutes. 
[Brief recess.] 
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Mr. Oxley. The subcommittee will reconvene. 

We are honored to have as our lead witness this morning the 
Honorable Robert Rubin, Secretary of the Treasury. Secretary 
Rubin, thank you for appearing before the committee today. We ap- 
preciate you taking the time to be with us, and we apologize for 
the usual floor votes and other distractions, but we are eagerly an- 
ticipating your participation and your testimony. With that, let me 
recognize you for whatever time you wish to spend with us. 

STATEMENT OF HON. ROBERT E. RUBIN, SECRETARY OF THE 

TREASURY, ACCOMPANIED BY RICHARD S. CARNELL, AS- 
SISTANT SECRETARY OF THE TREASURY, DEPARTMENT OF 

THE TREASURY 

Mr. Rubin. Thank you, Mr. Chairman. Let me start by thanking 
you for the opportunity to be here with you. 

Mr. Oxley. Is that microphone on? 

Mr. Rubin. I do not know the answer to that, sir. Is it better 
now? Would you rather I have it on or off? 

Mr. Oxley. We will take a vote on that. 

Mr. Rubin. I think I will put it on. Let me start again, if I may. 

Mr. Chairman, we are delighted to be here. I appreciate the op- 
portunity to present our views on H.R. 10, and financial moderniza- 
tion more generally. Let me begin, if I can, with a general comment 
that the United States financial services industry is stronger and 
more competitive in the global economy than at any time in many, 
many decades, including dominance in investment banking and a 
stronger position abroad in commercial banking than certainly at 
any time in my memory. 

Moreover, financial modernizations are occurring through the 
marketplace, products are being developed in one sector that serve 
another sector and mergers are taking place. This is because of the 
lowering of regulatory barriers. 

Financial modernization, I have no doubt, will continue in the 
absence of legislation. But, in our view, it is important to get legis- 
lation — if we can get good legislation — because with good legisla- 
tion it can be done in a more orderly fashion. However, if it is going 
to be done through legislation, it needs to be done right. 

Let me now turn to H.R. 10. The administration strongly sup- 
ports H.R. 10, which, as you know, is supported by the Banking 
Committee with a vote of 51 to 8 on bipartisan basis. H.R. 10 takes 
the necessary actions to modernize our financial system with re- 
spect to Glass-Steagell and the Bank Holding Company Act and it 
takes two other steps that are of critical importance to the adminis- 
tration. It preserves the relevance of the Community Reinvestment 
Act and it permits financial service organizations to organize them- 
selves in whatever way they feel best serves their business pur- 
poses and their customers. 

What I would like to do is focus primarily on how H.R. 10 deals 
with these two issues in what we view to be the right fashion. Then 
I will briefly mention four other ways that we think H.R. 10 could 
be improved. 

The first is preserving the relevance of the Community Reinvest- 
ment Act, which is a key tool in providing capital to distressed 
areas. We strongly support H.R. lO’s requirement that any bank 
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seeking to conduct new financial activities be required to achieve 
and maintain a satisfactory CRA rating. 

In our view, to preserve the relevance of CRA at a time when the 
relative importance of bank mergers may decline and banks will 
focus to a greater degree on establishing new nonbank financial ac- 
tivities, the authority to engage in these new activities must be 
connected to satisfactory CRA performance. 

The second administration priority is to allow banking organiza- 
tions to choose a structure that best serves their customers. 

Before getting into specifics on this point, let me make two gen- 
eral observations. The first is that the subsidiary option is a proven 
success, not a risky experiment, and one that every current and re- 
cent financial modernization bill, including the bill reported by this 
committee last year, would continue to allow in some form. For ex- 
ample, subsidiaries — U.S. banks currently engaged overseas in se- 
curities underwriting, merchant banking, and other nonbanking ac- 
tivities — these subsidiaries have over $250 billion in assets, and 
they would be allowed to continue under all recent versions of H.R. 
10 including last year’s bill. These subsidiaries, as you know, have 
been approved by the Federal Reserve Board and are supervised by 
the Federal Reserve Board. 

Second, foreign banks are permitted to engage in securities 
through subsidiaries in the United States. These subsidiaries, 
which currently have roughly $450 billion in assets, would be al- 
lowed to continue under all recent versions of H.R. 10. And here, 
too, the subsidiaries have been approved by the Federal Reserve 
Board and are supervised by the Federal Reserve Board. 

The second point is that allowing the choice of subsidiary or affil- 
iate has received broad support. The choice of a subsidiary option. 
This is supported by the current chairman of the FDIC, which, as 
you know is the agency responsible for securing bank deposits, and 
her four predecessors, in total three Republicans and two Demo- 
crats, and by independent economists and other academics. 

The FDIC chair has testified that subsidiaries are actually pref- 
erable to affiliates for purposes of safety and soundness. Of the 18 
other countries composing the European Union and the G-10, none 
requires the use of separate bank holding company affiliates for 
underwriting and dealing in securities. 

Now for specifics. Under H.R. 10, subsidiaries and affiliates are 
subject to safety and soundness safeguards that are absolutely 
identical. The bill contains the following rigorous safeguards. Sub- 
sidiaries of banks would be functionally regulated in exactly the 
same manner as affiliates of banks. The authority of the SEC, for 
example, over subsidiaries engaged in securities activities would be 
exactly the same as over affiliates engaged in those same activities. 

Second, every dollar a bank invested in a subsidiary would be 
100 percent deducted from the bank’s regulatory capital, just as is 
the case for every dollar a bank pays as a dividend to its parent 
holding company for investment in an affiliate. The bank would 
have to be well-managed and well-capitalized before such an in- 
vestment and on an ongoing basis with either a subsidiary or an 
affiliate. A bank could not invest any more in a subsidiary than it 
could pay as a dividend to its parent holding company for invest- 
ment in an affiliate. 
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The rules governing loans from a bank to a subsidiary would be 
exactly the same as they are for loans from a bank to an affiliate. 
These safeguards are primarily addressed to safety and soundness; 
but they also resolve another potential concern, the possibility of a 
subsidiary gaining a competitive advantage by receiving subsidized 
funding from the parent bank. 

While the idea of a bank having a net subsidy is debatable, these 
funding restrictions ensure that banks are no more able to transfer 
any subsidy to a subsidiary than to an affiliate. Now, it has been 
argued that even with these restrictions in place, the bank would 
still have an incentive to operate through a subsidiary because the 
bank’s funding cost would be lower. 

A bank may have such incentive, but that has nothing — zero — 
to do with the transfer of any subsidy that may exist. Rather, it 
is based on the interests of creditors, the same interests that have 
caused the current Chairman of the FDIC and the four former 
FDIC chairs, three Republicans and two Democrats, to state that 
the subsidiary is preferable to the affiliate with respect to safety 
and soundness. In other words, it is a better credit risk. It may be, 

I should say, it may be a better credit risk. 

If a company has a valuable subsidiary, then the capital markets 
will reward that company with lower funding costs because, as I 
said a moment ago, the company is a better credit risk. Creditors 
prefer to see valuable assets lodged in a place where creditors can 
reach them if the company gets into financial trouble. The FDIC 
shares this preference, as it seizes the assets of a bank in the event 
it fails. A subsidiary meets this test; an affiliate does not. Thus 
market incentives in this area are rational and have nothing — 
zero — to do with any subsidy received by the bank. 

One last point on subsidy. As I have said, if there is a subsidy, 
it could be equally transferred to an affiliate and a subsidiary. And 
if there is one, the evidence is that it is not significant enough to 
make a truly significant difference. If banks received a net subsidy 
significant enough to make a competitive difference, then presum- 
ably they would dominate the low margin — the very low margin — 
government securities market. They do not. The same is true with 
respect to mortgage banking subsidiaries of banks, which do not 
dominate that area either. 

Thus we see no public policy reasons to deny the choice of a sub- 
sidiary. However, there are four important policy reasons to allow 
that choice. 

First, financial services firms should, like other companies, have 
a choice of structuring themselves in the way that makes the most 
business sense — and that, in turn, should lead to the lowest costs 
and best service to their customers. 

Second, the relationship between a subsidiary and its parent 
bank provides a safety and soundness advantage as compared to an 
affiliate, the subject that I have just discussed. And to repeat this 
once again, it is for that reason that the Chairman of the FDIC and 
the four preceding chairpersons have said that an op-sub is pref- 
erable to an affiliate with respect to safety and soundness. 

Third, one of the elected administration’s, any administration’s, 
critical responsibilities is the formation of economic policy, for 
which it is held accountable. An important component of that eco- 
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nomic policy for which it is held accountable is banking policy. For 
an administration to have an effective role in banking policy, it 
must have a strong nexus with the banking system. That in turn 
requires the maintenance of the effectiveness of a national bank 
charter. In this instance, I am talking about bank policy, not regu- 
lation. By law, the Secretary of the Treasury cannot get involved 
in case-specific regulatory matters. 

We also believe that it is very important that the Federal Re- 
serve Board maintain its strong connection with the banking sys- 
tem. Therefore, we have taken steps to help ensure that the Fed- 
eral Reserve’s jurisdiction is not weakened. Under H.R. 10, the 
Federal Reserve would continue to be the sole regulator of bank 
holding companies and their affiliates, and the largest banks would 
be required to operate through a bank holding company. 

We strongly support H.R. 10, though in certain respects we be- 
lieve it could be improved. Let me briefly touch on four of those. 

We are concerned about the Federal Home Loan Bank System 
provisions of H.R. 10. A great deal of the subsidized debt raised by 
the system is used not to expand home ownership, but rather to 
fund arbitrage activities and short-term lending to benefit the sys- 
tem and its bank and thrift members. 

As currently drafted, H.R. 10 takes no steps to ensure that the 
funds that the system raises will be used for the public purpose for 
which the system was established. Rather H.R. 10 would allow the 
system’s regulator to cut the capital requirements of the system in 
half We believe such a step to be very unwise. 

We are also concerned about a provision of H.R. 10 that would 
allow greater affiliations between commercial firms and savings as- 
sociations. We have serious concerns about mixing banking and 
commercial activities. Thus we are concerned that H.R. 10 would 
allow commercial firms to acquire any of the 600 thrifts currently 
owned by unitary thrift holding companies. 

Finally, we continue to believe that any financial modernization 
bill must have adequate protection for consumers, and that there 
are improvements that could be made by this committee and ap- 
proved by the full House, including provisions addressing securities 
sales regulation issues. 

Let me conclude, Mr. Chairman, by saying that the financial 
modernization legislation can produce significant benefits, but the 
job must be done right. H.R. 10 has received broad industry and 
bipartisan Congressional support, and we believe its critical provi- 
sions should be preserved. We look forward to working with this 
committee and with Congress to move a bill forward that best 
serves the interests of the American people. 

Thank you, Mr. Chairman. 

[The prepared statement of Hon. Robert E. Rubin follows:] 

Prepared Statement of Hon. Robert E. Rubin, Secretary of Treasury 

Mr. Chairman, Members of the Subcommittee, I appreciate this opportunity to 
discuss the Administration’s views on financial modernization, including H.R. 10, 
the Financial Services Act of 1999. 

Mr. Chairman, as we approach financial modernization legislation, the Adminis- 
tration’s overall objective has been to do what best serves the interests of con- 
sumers, businesses and communities, while protecting the safety and soundness of 
our financial system. We will support legislation that achieves those aims. 
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Let me begin by noting that the U.S. financial services industry is stronger and 
more competitive in the global market than at any time in many decades. The 
United States is dominant in global investment banking and highly competitive in 
other segments of financial services. U.S. commercial banks are today more competi- 
tive abroad than at any time I can remember. The problem our financial services 
firms face abroad is lack of access rather than lack of competitiveness. 

Financial modernization is occurring already in the marketplace through innova- 
tion, technological advances, and the lowering of regulatory barriers. Banks and se- 
curities firms have been merging; banks are selling insurance products; and insur- 
ance companies are offering products that serve many of the same purposes as 
banking products — all of which increases competition and thus benefits consumers. 

Financial modernization will continue in the absence of legislation, but it can, 
with good legislation, occur in a more orderly fashion. Treasury has long believed 
in the benefits of such legislation, but we have also been clear that if this is going 
to be done, it needs to be done right. 

Let me turn now to H.R. 10. The Administration strongly supports H.R. 10, which 
was reported by the Banking Committee by a bipartisan 51-8 vote. H.R. 10 takes 
the fundamental actions necessary to modernize our financial system by repealing 
the Glass-Steagall Act’s prohibitions on banks affiliating with securities firms and 
repealing the Bank Holding Company Act prohibitions on insurance underwriting. 
And it takes two other steps that are of critical importance to the Administration: 
it preserves the relevance of the Community Reinvestment Act, and it permits fi- 
nancial services firms to organize themselves in whatever way best serves their cus- 
tomers and their businesses. 

Today, I would like to focus primarily on how H.R. 10 gets these two issues right. 
I will then discuss four ways that we believe that H.R. 10 could be improved. 

The first issue is preserving the relevance of the Community Reinvestment Act 
(CRA). CRA encourages a bank to serve creditworthy borrowers throughout commu- 
nities in which it operates. Since 1993, a greatly invigorated CRA has been a key 
tool in the effort to expand access to capital in economically distressed areas and 
to make loans to rebuild low and moderate-income communities. 

We strongly support H.R. lO’s requirement that any bank seeking to conduct new 
financial activities be required to achieve and maintain a satisfactory CRA record. 
If we wish to preserve the relevance of CRA at a time when the relative importance 
of bank mergers may decline and the establishment of non-bank financial activities 
will become increasingly important, the authority to engage in newly authorized ac- 
tivities must be connected to a satisfactory CRA performance. We strongly urge the 
Committee to retain this important provision and otherwise leave CRA intact. 

The second Administration priority is to allow banking organizations to choose the 
structure that best serves their customers. Before getting into specifics, I would like 
to make two general points. 

The first is that the subsidiary option is a proven success, not a risky experiment, 
and one that every current and recent financial modernization bill — including the 
bill reported by this Committee last year — would continue to allow in some form. 
For example: 

• Subsidiaries of U.S. banks currently engage overseas in securities underwriting, 

merchant banking and other non-banking activities. These subsidiaries — which 
currently constitute $250 billion of assets — would be allowed to continue under 
all recent versions of H.R. 10, including last year’s bill. These subsidiaries, I 
might add, have been approved by the Federal Reserve and are supervised by 
the Federal Reserve. 

• Foreign banks are currently permitted to engage in securities underwriting 

through subsidiaries in the United States. These subsidiaries — which currently 
constitute $450 billion of assets — would be allowed to continue under all recent 
versions of H.R. 10. These subsidiaries, too, have been approved by the Federal 
Reserve and supervised by the Federal Reserve. 

• Subsidiaries of state banks are currently authorized to engage in a broad range 

of non-bank activities permitted by their state charter, provided that the FDIC 
does not find these activities to pose a risk to the deposit insurance funds. Such 
non-bank activities would continue in some form under all recent bills. 

The second point is that the idea of allowing the choice of subsidiary or affiliate 
has received broad support. The subsidiary option is supported not just by Treasury 
but also by the current Chairman of the FDIC, the agency responsible for insuring 
bank deposits, and her four predecessors — two Republicans and two Democrats — 
and by independent economists and other academics. The FDIC chair has testified 
that the subsidiary is actually preferable to an affiliate for purposes of safety and 
soundness. Of the 18 other countries composing the European Union and the G-10, 
none requires the use of separate bank holding company affiliates for underwriting 



88 


and dealing in securities. Of those authorizing links between banking and insurance 
underwriting, all but one allow the choice of a subsidiary or an affiliate. By allowing 
a choice of structure, H.R. 10 is clearly in the mainstream of economic and legal 
thinking in this area. 

Now, for the specifics. In H.R. 10, subsidiaries and affiliates are subject to safety 
and soundness safeguards that are absolutely identical. The bill contains the fol- 
lowing rigorous safeguards: 

• Subsidiaries of banks would be functionally regulated in exactly the same manner 

as affiliates of banks. The authority of the SEC, for example, over a subsidiary 
engaging in securities activities would be exactly the same as over an affiliate 
engaging in those same activities, and customers of that subsidiary would ben- 
efit from the same customer investor protections as customers of an affiliate. 

• Every dollar a bank invests in a subsidiary would be deducted from the bank’s 

regulatory capital, just as is the case with every dollar a bank pays as a divi- 
dend to its parent holding company for investment in an affiliate. A bank would 
have to be well-managed and well-capitalized before and after such investment 
is deducted from its capital and on an ongoing basis. 

The capital investment would remain on the bank’s books for purposes of Gen- 
erally Accepted Accounting Principles (GAAP), since all of the assets and liabil- 
ities of the subsidiary are consolidated with the bank for GAAP purposes. But 
that accounting consolidation does not affect safety and soundness in any way: 
as I noted, the bank must maintain capital at the highest level set by the bank- 
ing regulators — the well capitalized level — even assuming the investment is a 
total loss, and the bank cannot lose more than its investments in and loans to 
the subsidiary, which are expressly limited by statute. 

• A bank could not invest any more in a subsidiary than it could pay as a dividend 

to its parent holding company for investment in an affiliate. 

• The rules governing loans from a bank to a subsidiary would be exactly the same 

as they are for a loan from a bank to an affiliate. 

These safeguards are primarily addressed to safety and soundness, but they also 
resolve another potential concern: the possibility of a subsidiary gaining a competi- 
tive advantage by receiving subsidized funding from its parent bank. While the idea 
that a bank receives a net subsidy is debatable, these funding restrictions ensure 
that banks are no more able to transfer any such subsidy to a subsidiary than to 
an affiliate. 

Now it has been argued that, even with these restrictions in place, the bank 
would still have an incentive to operate through a subsidiary because its funding 
costs would be lower. A bank may have such an incentive, but that incentive has 
nothing to do with the transfer of any subsidy that may exist. Rather, it is based 
on the interests of creditors — the same interests that have caused the current and 
three former FDIC Chairs to conclude that the subsidiary is preferable to the affil- 
iate with respect to safety and soundness. 

If a company has a valuable subsidiary, then the capital markets will reward that 
company with lower funding costs because it is a better credit risk. Creditors prefer 
to see valuable assets lodged in a place where creditors can reach them if the com- 
pany defaults. The FDIC shares this preference, as it seizes the assets of a bank 
in the event it fails. A subsidiary meets this test, but an affiliate does not. Thus, 
market incentives in this area are rational — and have nothing to do with any sub- 
sidy received by the bank. It is difficult to understand why Congress would wish 
to disrupt these sound market incentives — incentives that also promote safety and 
soundness. 

One last point on subsidy. As I have said, if there is a subsidy it could be equally 
transferred to an affiliate and a subsidiary. And if there is one, it is not significant 
enough to make a practical difference. If banks received a net subsidy significant 
enough to make a competitive difference, then presumably they would dominate the 
low-margin government securities market. They do not. Presumably, mortgage 
banking subsidiaries of banks, which currently operate without any of the funding 
restrictions imposed by H.R. 10, would dominate their non-bank competitors. They 
do not. I cannot help but conclude from our real world experience that the net sub- 
sidy is not that significant and, more importantly, that under the funding limita- 
tions of H.R. 10, any subsidy that a subsidiary would manage to extract from its 
parent bank would be inconsequential. 

Thus, we see no public policy reasons to deny the choice of a subsidiary; however, 
there are four important policy reasons to allow that choice. 

First, financial services firms should, like other companies, have the choice of 
structuring themselves in the way that makes the most business sense and this, in 
turn, should lead to better service and lower costs for their customers. 
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Second, the relationship between a subsidiary and its parent bank provides a safe- 
ty and soundness advantage. As I have noted, firms that choose to operate new fi- 
nancial activities through subsidiaries are, in effect, keeping those assets available 
to the bank rather than transferring them outside the bank’s reach. The bank’s in- 
terest in the subsidiary could be sold if it ever needed to replenish its capital. If 
the bank were ever to fail, the FDIC could sell the bank’s interest in the subsidiary 
in order to protect the bank’s depositors and the deposit insurance fund. 

Third, one of an elected Administration’s critical responsibilities is the formation 
of economic policy, and an important component of that policy is banking policy. In 
order for the elected Administration to have an effective role in banking policy, it 
must have a strong connection with the banking system. That connection would be 
weakened if new financial activities were off limits to OCC supervision. 

We also believe it is very important that the Federal Reserve Board maintain its 
strong connection with the banking system, and therefore we have taken steps to 
help ensure that the Federal Reserve’s jurisdiction is not weakened. Under H.R. 10, 
the Federal Reserve would continue to be the sole regulator of bank holding compa- 
nies and their affiliates, and the largest banks would be required to operate through 
a bank holding company. The Federal Reserve would also supervise subsidiaries of 
State member banks, and would continue to supervise overseas subsidiaries of na- 
tional banks and U.S. subsidiaries of foreign banks. Insurance underwriting would 
be conducted solely in Federal Reserve-supervised bank holding company affiliates. 
And the Federal Reserve would have the authority to veto any new activity for a 
subsidiary — Fed-supervised or not — just as the Treasury would have the authority 
to veto any new activity for an affiliate. 

While we strongly support the House Banking Committee bill, there remain cer- 
tain aspects of the bill that concern us. 

We are concerned about the Federal Home Loan Bank System provisions of H.R. 
10. The FHLBank System is currently the largest issuer of debt in the world. Last 
year, it issued approximately $2.2 trillion in debt, and it currently has $350 billion 
in debt outstanding. As a government sponsored enterprise directed to foster home 
ownership, the System receives tax benefits, an exemption from SEC registration for 
its securities, and benefits from a market perception that the government stands be- 
hind the System, even though there is no legal obligation to do so. Yet a great deal 
of the government subsidized debt raised by the System is used, not to advance its 
home ownership purpose, but rather to fund arbitrage activities and short-term 
lending that benefit the System and its bank and thrift members. For those who 
care about the market-distorting effects of government subsidies on U.S. markets, 
the Federal Home Loan Bank System should be a substantial concern. 

The System’s arbitrage is not only an abuse of its government subsidy but also 
injects risk into a System that was designed — by requiring all loans to be 
collateralized by stable, low-risk mortgages — to have very little. 

As currently drafted, H.R. 10 effects no reform of the System’s arbitrage and 
takes no steps to ensure that the funds it raises will be used for a public purpose. 
Rather, H.R. 10 would allow the System’s regulator to cut the capital requirements 
of the System in half. We believe such a step is very unwise. 

We are also concerned about a provision of H.R. 10 that would allow greater affili- 
ations between commercial firms and savings associations. We have serious con- 
cerns about mixing banking and commercial activities under any circumstances, and 
these concerns are heightened as we reflect on the financial crisis that has affected 
so many countries around the world over the past two years. Thus, we are con- 
cerned that H.R. 10 would allow commercial firms to acquire any of the over 600 
thrifts currently owned by unitary thrift holding companies. Currently, only a few 
unitary thrifts are owned by non-financial firms — many are owned by insurance 
companies and securities companies, for example — but if H.R. 10 were to break 
down the barriers to affiliation among financial firms, then their need for owning 
thrifts would be substantially reduced. The logical buyers at that point would be 
non-financial firms. 

We continue to believe that any financial modernization bill must have adequate 
protections for consumers. We believe that improvements should be made by this 
Committee and approved by the full House. Thus, we look forward to working with 
the Committee on provisions addressing sales of securities regulation issues. 

Mr. Chairman, let me conclude by reiterating that financial modernization legisla- 
tion can produce significant benefits, but the job must be done right. H.R. 10 has 
received broad industry and bipartisan Congressional support, and we believe its 
critical provisions should be preserved. 

We in the Administration look forward to working with you and others in Con- 
gress to move the bill forward and improve it where necessary in order to produce 
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legislation that truly benefits consumers, businesses and communities, while pro- 
tecting the safety and soundness of our financial system. Thank you very much. 

Mr. Oxley. Thank you, Mr. Secretary. We again appreciate your 
willingness to come here to testify and to answer some questions. 
Let the Chair begin with some questions. 

This is perhaps inevitable because there was so much discussion 
about operating subsidiaries both by Chairman Greenspan last 
week and then you in your testimony today. 

So let me begin with the obvious. You have indicated you believe 
that the provisions in the bill H.R. 10, as passed by the Banking 
Committee, effectively curtail the transfer of the subsidy that ex- 
ists for banks to their operating subsidiaries. Would the provisions 
of H.R. 10 requiring deduction of investments and operating sub- 
sidiaries apply only to regulatory capital of the bank and not nec- 
essarily the operating capital? 

Mr. Rubin. Well, what the legislation would do is require a de- 
duction from the regulatory capital. In terms of GAAP accounting, 
they would still be consolidated. But as you know, Mr. Chairman, 
if it turns out there were losses in the subsidiary, then the bank, 
when it sells the subsidiary or liquidates the subsidiary, whatever 
the case may be, for GAAP purposes it would recapture those 
losses. They would be in effect recaptured at the bank level. But 
for regulatory capital purposes, the deduction would be 100 per- 
cent. 

Mr. Oxley. Chairman Greenspan testified to this committee on 
two different occasions that the Fed had done an extensive study 
and indicated that banks using the operating subsidiaries concept 
would enjoy a 10 to 12 basis point advantage over other financial 
institutions. 

You obviously disagree, but I am curious as to why such a wide 
disparity of opinion between two well-respected individuals such as 
yourself and Chairman Greenspan. 

Mr. Rubin. Could I correct one oversight. I apologize, Mr. Chair- 
man, I have forgotten to introduce our Assistant Secretary, Rick 
Carnell, who is absolutely delighted to respond to questions as 
well. 

Mr. Oxley. Welcome, Mr. Carnell. 

Mr. Rubin. I apologize to Rick for that. 

I lived in capital markets, as you know, Mr. Chairman, for 26 
years before I entered the world of — I don’t know how to describe 
the world that I am in now. I was going to say something, but I 
decided not to. 

If there is a funding advantage, and I think, by the way, this 
may cut both ways. Let me give you a full answer, if I may, be- 
cause it is a somewhat complicated question. It is one that I actu- 
ally know something about. 

If there is a funding advantage to a bank in setting up a sub- 
sidiary, it has nothing to do with transfer of subsidy. That is iden- 
tical. But if you are a creditor of a bank and the bank takes a cer- 
tain portion of its capital and puts it into the subsidiary to conduct 
securities business or whatever it may be, securities underwriting, 
those assets then remain subject to the creditors of the bank if the 
bank gets in trouble without having to get bank board approval or 
any such thing. 
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If the bank gets in trouble, the creditors can simply seize all of 
the assets. So the bank is actually a better credit risk. The same 
reason the FDIC says the subsidiary is preferable for safety and 
soundness, it is also better for credit risk. There are many in- 
stances if they put the — or at least in some instances, if they put 
the assets in the subsidiary rather than putting them in the affil- 
iate, because if so, then the creditors can’t grab them. 

Now, on the other hand — how much of a funding advantage that 
would be I don’t know, Mr. Chairman. 

On the other hand, there may be other banks that would have 
just the opposite incentive, because they may have a holding com- 
pany, which is where a lot of the financing gets done, that is doing 
financing at unattractive rates because the creditors are concerned 
that the flow of funds from a subsidiary could be interrupted by a 
bank regulator. So what they might like to do, what the creditors 
of the holding company would like to see, is a larger portion of the 
assets be in the affiliate. So in that case, that might actually be 
an incentive for the bank to take its capital and put it in the affil- 
iate to engage in the new activities. So it is a very complicated sub- 
ject cut either way. 

But in the cases in which there is a funding advantage by put- 
ting assets into the subsidiary, conducting activities in the sub- 
sidiary, this has zero — nothing — to do with passing along a subsidy; 
it has everything to do with simply being a better credit risk. 

Mr. Oxley. The Chairman said that he, along with the other 
members of the Board of Governors, had made an extensive study 
and indicated some numbers that you could actually get ahold of. 
That is, he indicated that it was a 10 to 12 basis point advantage. 

Mr. Rubin. Mr. Chairman, if there is, it is simply because it is 
a better credit risk because that is how they operate. But let me 
ask Mr. Carnell to respond. 

Mr. Carnell. If I could just put it in context and then respond 
to the specific point about the differences. 

The typical bank holding company has a tremendous reliance on 
its subsidiary banks for its assets and its earnings. The banks are 
most of the holding company’s assets. And the holding company is 
typically completely dependent on those banks for money with 
which to pay its own debt. The reason that holding companies pay 
more than their banks to borrow money is that creditors price in 
the risk that — if the bank gets into trouble — the bank regulators or 
even the prompt corrective action statute will cutoff the flow of 
dividends from the bank to the holding company. That is the key 
to the pricing difference. 

Chairman Heifer in her 1997 testimony before the Banking Com- 
mittee spoke specifically about this point. The FDIC staff did a 
study where they talked to the rating agencies about why the 
banks and the holding companies had different credit ratings which 
reflects this different cost of capital, the different costs of funds 
here. And the answer that the rating agencies gave was that there 
was a greater risk of this interruption of dividends. 

Let me point to another risk, in addition to the risk of interrup- 
tion of dividends, and that is that if there were to be any failure 
of the bank, the creditors of the holding companies are going to 
wait in line last, they are going to wait in line after the FDIC and 
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the depositors of the bank, they are going to wait in line, so they 
are really in the same position as stockholders of the bank, because 
they don’t get anything unless the holding company, as a stock- 
holder of the bank, gets something. So it reflects the structural 
weakness of the holding company rather than any transmission of 
subsidy. 

Mr. Rubin. Very good. 

Mr. Oxley. The Chair’s time has expired. 

The gentleman from New York, Mr. Towns. 

Mr. Towns. Thank you very much, Mr. Chairman. 

Let me begin by saying, can we be guaranteed — well, I won’t use 
the word guaranteed, but “assured” of competitive equality if we 
adopt an operating subsidiary provision? 

Mr. Rubin. I think, Mr. Towns, that you can be assured of abso- 
lute competitive equality, except to the extent that — which is the 
issue we were just discussing — except to the extent that the bank 
is actually a better credit risk and safer and sounder, which obvi- 
ously is to the benefit of the taxpayers, because the assets have 
been put in a place where they can be reached by the FDIC and 
the creditors. So I think there is zero difference with respect to 
transfer of a subsidy. Zero. But to the extent that creating the sub- 
sidiary structure actually makes the bank a better credit risk, then 
that is in the interests of the taxpayers and might create some 
funding advantage for the bank. 

Mr. Towns. Can we maintain functional regulations of securities 
and insurance activities under an operating subsidiary structure? 

Mr. Rubin. We have provided — or I shouldn’t say we have pro- 
vided, I apologize. H.R. 10 provides that functional regulation of 
the op-sub is to be identical to functional regulation of the affiliate. 
Now, we did not actually put — as you know, H.R. 10 does not put 
insurance underwriting in the op-sub, but with respect to securities 
underwriting and merchant banking — which would be done there — 
functional regulation would be absolutely identical, and this is spe- 
cifically so provided in H.R. 10. 

Mr. Towns. What else other than the comments that you have 
made, do we need to do, do you feel, to really fix this bill? 

Mr. Rubin. I think 

Mr. Towns. You know we have been trying to do this for 65 
years. 

Mr. Rubin. The Congress has been trying to do it for a while, but 
not everything happens immediately. 

Mr. Towns. You were not here all 65 years. 

Mr. Rubin. That is a long time, I agree. I think you are on the 
verge of a good bill, Mr. Towns, I really do. I think the confluence 
of forces that have come together have come very close to producing 
a good bill. I would urge, this is my view, at least, that we take 
a look at the Federal Home Loan Bank provisions in the sense that 
I mentioned. FHLOB serves a very important purpose, but I think 
that the fact that there is so much focus on arbitrage and overnight 
loans is an issue that ought to be dealt with. There are some con- 
sumer protection issues that I think should be taken care of We 
very much share the SEC’s concerns about certain issues with re- 
spect to functional regulation that we would like to work with the 
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SEC and the committee on to improve, but I think you are close 
to a very good bill. 

Mr. Towns. Thank you very much, Mr. Chairman. I yield back. 

Mr. Oxley. The gentleman yields back. 

The gentleman from Illinois, Mr. Shimkus. I am sorry, the Vice 
Chairman from the State of Louisiana, Mr. Tauzin. 

Mr. Tauzin. Mr. Secretary, how can you say that there is no com- 
petitive disadvantage, that the competition is equal, except? “Ex- 
cept” means it is not equal. 

I mean, if Mr. Greenspan is correct, weighing in all of these fac- 
tors of greater creditor position and cheaper capital as against the 
possibility of a bank regulator stepping in because of some prob- 
lems at the bank, weighing in all of those features, you have a 10 
to 12 basis point advantage, and if you are giving the banks op- 
sub access to the payment system that other securities and insur- 
ance firms don’t have, how can you say that the competition is 
equal? 

Mr. Rubin. Well, the op-sub would not have access to the pay- 
ment system, and any benefit that the bank gets by access to the 
payment system can be transferred equally to the op-sub or to the 
affiliate. 

I don’t know what advantage any particular institution would 
have with respect to its overall funding by using an op-sub, but one 
thing I am sure of is that each of these cases is going to be dif- 
ferent. I have no doubt, since most of the funding for these institu- 
tions is done at the holding company level, that there will be many 
instances that the institution will actually think its economic ad- 
vantage lies in putting its assets into the affiliate. 

But unfortunately — I shouldn’t say unfortunately — the holding 
company is in a weaker position for funding, and if assets can be 
put outside of the reach of the bank regulators, that is better from 
the point of view of the holding company and the holding com- 
pany’s funding rates. 

In the instances where the subsidiary does create an advantage, 
it is simply a better credit risk. It is safer and sounder for the tax- 
payers. 

Mr. Tauzin. You said in some instances the bank is a better 
creditor. You obviously would make room for the fact that in some 
instances it is not. 

Mr. Rubin. No. Oh, no, no. All I was saying is that if there is 
a funding advantage, it is solely — 100 percent — solely because the 
bank is a better credit risk due to the fact that the assets are some- 
place that can be reached by the bank’s creditors. 

Mr. Tauzin. Isn’t that going to be different from bank to bank? 
I assume if you have a bank that is in an excellent position, it may 
indeed enjoy a heck of an advantage with a op-sub provision in this 
bill. If a bank is in a more tenuous position where in fact there 
may be fear of Federal banking regulators disrupting the flow of 
dividends, then that may be — that may not be such a good idea to 
go with the 

Mr. Rubin. No, I think it actually cuts the other way, Mr. Tau- 
zin. If you have a very, very strong bank, then the creditors aren’t 
going to be concerned about the possibility of the failure of the 
bank. Therefore, keeping the assets within reach of the creditors 
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isn’t going to matter. But it may be, in fact it could well be, that 
the creditors 

Mr. Tauzin. It may well be that 

Mr. Rubin. Wait a minute. The creditors of that institution could 
be concerned about the holding company and might like to see the 
holding company strengthened, in which case the cost of money ac- 
tually is benefited by taking the assets and putting them into the 
affiliate. 

Mr. Tauzin. I grant you that. I grant you it may be — I see that. 
But the point is it is going to be different, depending upon the posi- 
tion of the bank, and in some cases the bank, I think, is going to 
have a very clear advantage over a nonbank insurance or securities 
firm. And the question we are going to have to face in this com- 
mittee is whether or not, as Mr. Towns alluded to, whether or not 
that is really fair competition or we are creating an old, traditional, 
unlevel playing field again. 

Mr. Rubin. Oh, I don’t agree with that. I think what you have 
got is that where a bank is a better credit risk — and it can be a 
better credit risk for an enormous number of reasons — then it 
should be able to borrow more cheaply. That is how the credit mar- 
kets work. There are all kinds of reasons why it might be a better 
credit risk, and one of them might be that it has taken a bunch 
of its assets and decided to do securities underwriting or dealing 
or whatever through a subsidiary and kept those assets subject to 
the claims of its creditors. 

Mr. Tauzin. I know my time has certainly about expired, but I 
would like very much, Mr. Secretary, if you would specifically ad- 
dress the 10 to 12 point basis points study and indicate for us, per- 
haps in writing, why you think it is flawed in any respect. Because 
if that is a real number that we have our hands on what Mr. 
Greenspan has supplied to us that is still sitting out there unchal- 
lenged, except in theory, without a specific refutation, the concerns 
are real. 

Mr. Rubin. I would be delighted to respond, we would be happy 
to respond. But one thing I can assure you of, Mr. Tauzin, is that 
if there is an advantage — and I suspect every institution will be 
different. I know, I used to do this for a living. If there is a dif- 
ference, it is solely for the same reason that all other companies 
have different rates as amongst themselves: because of credit dif- 
ferences. 

Mr. Tauzin. That is the way it should be. It should not be be- 
cause of language in this bill. That is what concerns me. 

Mr. Rubin. That is the point, I agree. This bill should not restrict 
a banking institution from finding the way that makes it the most 
creditworthy borrower and therefore having the best rate, and that 
is in the taxpayers’ interest, and that is why the Chairman of the 
FDIC says there should be choice, to enable banks to do that which 
will — that structurally, make them safest and soundest. That is ex- 
actly the point. 

Mr. Oxley. The gentleman’s time has expired. 

The gentleman from Michigan, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, I certainly want to welcome my old 
friend Mr. Rubin back to the committee. We always enjoy his visits 
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here and find them enormously valuable and informative. I would 
like to welcome my good friend back. 

Mr. Rubin. Thank you, Mr. Dingell. 

Mr. Dingell. I have been very much impressed, Mr. Rubin 

Mr. Rubin. I can’t quite hear you. 

Mr. Dingell. I have been very much impressed with the com- 
ments you made about how allowing a bank to have an operating 
sub which would do all of these things would be a benefit to the 
bank, would be of benefit to the bank in terms of its liquidity, in 
terms of its earnings, in terms of its credit risk, and a number of 
other things. 

I am curious, I am curious — the bill also gives, however, to the 
bank the ability to do these things in a wholly owned affiliate, but 
none of the advances and advantages appear to apply to the affil- 
iate, and I am just curious; why would a bank choose to utilize the 
affiliates if there are such huge advantages to the bank by going 
through the operating subsidiary? 

Mr. Rubin. I didn’t mean to imply, Mr. Dingell, that in all or 
even in most instances a subsidiary would be preferable. I think 
there would be many instances in which a bank holding company, 
which is where most of the financing is done for these institutions, 
will determine that it is preferable to take the assets and put them 
into the affiliate, because the problem that the bank holding com- 
panies have is that, in effect, the creditors of the bank holding com- 
panies come behind the creditors of the bank. I am just telling you 
things you know. So what the creditors of the bank holding com- 
pany like to see are assets that lie outside of the reach of the bank 
regulators. So I actually think that in many instances, the affiliate 
would have the advantage, not the op-sub, in terms 

Mr. Dingell. That would be particularly true where you had a 
weak bank, and it would be particularly true where you had a 
holding company that was apprehensive about the weakness of the 
bank, its credit ratings, and also about the fact that that bank 
might go under. 

Mr. Rubin. Well, you know, it is funny. I think it could actually 
cut both ways, because if you have a weak bank and the holding 
company is worried about the weak bank, they have competing con- 
siderations. But it seems to me by giving them their choice and al- 
lowing them to do what is best for them, I think they will probably 
do what is best for the taxpayers and the FDIC. But if they have 
a weak bank, Mr. Dingell, it may well be that they will decide the 
thing they have to do is to take those assets and keep them where 
it most reassures the creditors of the bank, and that would be to 
put them in the op-sub. 

On the other hand, they might say, no, we want to make sure 
that our holding company is in the best position possible, and 
therefore put them in the affiliate. I think every business situation 
is going to be different. 

Mr. Dingell. Well, now, here we have 

Mr. Rubin. I might say that if the bank is actually weak, then 
you can’t have a sub in the first place. There is a capital require- 
ment to have these new activities, as you know. 

Mr. Dingell. Here you note that, in the case of operating sub- 
sidiaries, that to keep these banks — or rather to keep the assets of 
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these kinds of facilities available at the bank rather than transfer- 
ring them out of the bank’s reach, the bank’s interest in the sub- 
sidiary could be sold if it needed to replenish its capital. If the 
bank were to fail, the FDIC could sell the bank’s interest in the op- 
sub in order to protect the bank’s depositors and the deposit insur- 
ance fund; isn’t that so? 

Mr. Rubin. Correct. 

Mr. Dingell. So now this gets down to raising several questions. 
This is a great deal for banks, but how is it fair to the competition 
with nonbank competitors? 

Mr. Rubin. Well, I think that in terms of the nonbank competi- 
tors in the securities businesses, Mr. Dingell, they will themselves 
have all sorts of ways that they raise money. The way the system 
basically works is that each competitor organizes — I used to do this 
when I ran these places — organizes itself in the way to most effec- 
tively raise money. We had all sorts of subsidiaries in order to raise 
money most effectively, and I assume that is what a bank would 
do. 

Mr. Dingell. How does it create a level playing field, and how 
will your firewalls be real if your statements about keeping these 
assets in the hands of banks are also true? 

Mr. Rubin. Well, you have a level playing field with respect to 
transfer of subsidy. There is no difference — zero difference — with 
respect to transferring the subsidy. With respect to allowing insti- 
tutions to organize themselves in a way that makes them most at- 
tractive to creditors, your level playing field is that every institu- 
tion that is involved in the competitive arena will presumably orga- 
nize itself so as to effectively raise money. 

Mr. Dingell. How about an entity that chooses to remain simply 
a financial institution which is not a bank, a Wall Street broker? 
This puts enormous pressure, for example, on a national or re- 
gional broker to simply either sell out to or be bought by or to buy 
a bank, so that it would derive these benefits. So you are essen- 
tially driving the systems toward a peculiar kind of homogeneity. 

Mr. Rubin. I don’t think so, Mr. Dingell, for two reasons. No. 1, 
I don’t think the evidence suggests that the funding advantage is 
substantial enough to have an effect, or to have a meaningful effect 
on the business results of these organizations. But much more im- 
portantly, I think that what you have right now is different organi- 
zations that compete with each other, each trying to raise money 
in whatever way is most effective for them. And all you are saying 
here is that we are not going to allow the banks to take advantage 
of the subsidy, zero. We are not going to allow them to take advan- 
tage of their subsidy, but we are going to have full competition. 
That is the idea of financial modernization. 

And for full competition that has no advantage to the subsidy, 
these institutions can find some way of raising money more cheaply 
and offering their customers a lower-cost service. That is what com- 
petition is all about. 

Mr. Dingell. Isn’t it also true, however, that there are huge 
advantages 

Mr. Rubin. That there are what? 

Mr. Dingell. Isn’t it also true that there are huge advantages, 
both to the bank and to the operating subsidiary in terms of lower 
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capital costs, lower cost of money, greater efficiencies by keeping 
the brokerage business or the insurance business in the operating 
sub? 

Mr. Rubin. Well, the insurance business can’t be in the operating 
sub, because H.R. 10 wouldn’t allow that. If there are advantages 
in financing, Mr. Dingell, then those advantages, as I said a mo- 
ment ago, have nothing to do with subsidy, and it really is the 
American economic system at work, which is institutions finding 
ways to more effectively raise money. It is for the same reason 
when I was part of an investment banking firm 

Mr. Dingell. So there is an advantage there. By the way, I 
would note that the insurance underwriting is in the operating sub. 

Mr. Rubin. No. That would be the affiliate. 

Mr. Dingell. But the sales are. 

Mr. Rubin. The sales can be. 

Mr. Dingell. The sales can be, and that is, of course, to me the 
most troublesome part of the business. 

Mr. Rubin. There may be an advantage in funding, Mr. Dingell. 
If there is, that, in effect, is why we are doing financial moderniza- 
tion all together, which is to absolutely preclude any unfair use of 
the subsidy, and beyond that, to encourage greater competition. If 
we weren’t going to do that, then it seems to me we shouldn’t be 
in financial modernization all together. 

Mr. Oxley. The gentleman’s time has expired. 

Mr. Dingell. I thank you, Mr. Chairman. 

Mr. Oxley. The gentleman from Iowa, Mr. Ganske. 

Mr. Ganske. Thank you, Mr. Chairman. Thank you, Mr. Sec- 
retary, for coming. I have four questions on operating subs, so I 
guess about a minute, 15 seconds for each one of those. We will see 
if we can get through these. 

Mr. Secretary, the Treasury Department in the 1980’s opposed 
expanded powers for operating subs. Why has the Treasury 
changed its view? 

Mr. Rubin. That was a totally different set of proposals with re- 
spect to operating subs. They did not have the safeguards that we 
have in this proposal. Just a different proposal. 

Mr. Ganske. All right. The Treasury has criticized Japan for 
having extensive subsidies and conflicts of interests in their finan- 
cial system and has encouraged the Japanese to adopt a holding 
company structure for their banking system, I believe. If that is 
true, why? 

Mr. Rubin. No, we didn’t actually recommend a holding com- 
pany. We have been critical of certain practices in the Japanese 
banking system — and I think there are very serious issues that 
need to be addressed — ^but they have nothing to do with the op-sub 
versus affiliate question. In fact, in Japan, as you probably know, 
banks have the choice now of an op-sub or an affiliate, except in 
certain respects with respect to insurance, but we never had any- 
thing to do with that issue. They have a combination of banking 
and commerce, and I think there have been a lot of issues there 
that at least should be focused on, in our judgment. 

Mr. Ganske. I think it is fair to say that the Treasury Depart- 
ment has been concerned about the interconnectedness in the Japa- 
nese economy; is that not true? 
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Mr. Rubin. Yes, but that had nothing to do with the question of 
whether a financial institution conducted its nonbanking financial 
activities in the op-sub or the affiliate. It had to do with the 
keiretsu, the interlinking, if you will, of banking and commerce. 

Mr. Ganske. So what you are saying is that under — if you have 
certain safeguards, your position is that op-subs are okay? 

Mr. Rubin. Our position is that with the safeguards in H.R. 10, 
op-subs are absolutely identical to affiliates. 

Mr. Ganske. Okay. Well, you indicate that there haven’t been 
any problems with op-subs. I understand that NationsBank settled 
claims of $50 million for defrauded investors with securities sold by 
an op-sub. Do you have the facts of that case, and what are the 
banking regulators doing about that? 

Mr. Rubin. Let me make a general comment and ask Mr. Carnell 
to respond, if I may. I have no doubt that from time to time, in any 
sort of organization, there are going to be issues. The organization 
that I ran had issues from time to time, and we had to deal with 
them. I don’t think that in itself speaks to the question of op-sub 
versus affiliate. In fact, I apologize for not remembering the name 
of it, but there was a bank with an affiliate that through mortgage 
banking activities failed in 1976 because of the activities between 
the affiliate and the bank. So this can happen under any structure. 

Mr. Carnell. The NationsBank securities firm was an SEC-reg- 
istered broker-dealer. The OCC and the SEC worked together in 
dealing with the abuses there, and all of this was done completely 
within the jurisdiction of the SEC. 

Mr. Ganske. All right. Well, here is my crucial question, because 
I don’t want to see this financial services bill flounder on this op- 
subs thing. I hope that we can find some compromise between the 
administration and the different parties on this. You point out that 
the Commerce Committee print from last Congress provided for 
limited operating subsidiaries. These op-subs were limited to agen- 
cy activity to address Chairman Greenspan’s concern about giving 
away taxpayer money. 

My question is, would you be willing to support agency-only op- 
subs as the compromise to try to keep this moving along? 

Mr. Rubin. The answer to that is no, but that was not my point 
about the H.R. 10 of last year. I apologize. My point was that the 
foreign subsidiaries of U.S. banks, and the U.S. subsidiaries of for- 
eign banks, can do the kinds of activities that we are talking about, 
and they are both subject to Fed approval and Fed regulation. That 
was my point, not the provision you were talking about. 

Mr. Ganske. And so — if you would clarify for me again what is 
your position at this time on what we had in our print last year, 
limiting op-subs to agency activity. 

Mr. Rubin. That in our judgment is not responsive to our belief 
that banks should have choice for the reasons that I have said. 
That would not be a satisfactory provision. My point about last 
year’s bill was that you all did actually approve a bill that involves 
very substantial securities dealing and underwriting activities by 
subsidiaries of banks. That was my only point. 

Mr. Ganske. Mr. Chairman, let me just ask one follow-up ques- 
tion, with your permission. 
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Mr. Secretary, how do we get this agreement on this? How are 
you and Mr. Greenspan and Mr. Levitt going to come together on 
this? 

Mr. Rubin. Well, let me say that the Fed and the Treasury have 
an extraordinarily good working relationship, and I think it has 
heen of tremendous henefit to this country. I think the probability 
of this country being able to provide the leadership it did in connec- 
tion with the financial crises of the last 2 years would have been 
substantially reduced if we did not have the excellent working rela- 
tionship we have. This is a matter where we simply disagree. 

But you have a bill that has passed, 51-8, so there was obviously 
strong bipartisan support in the House Banking Committee. And 
that is a bill that, in our judgment at least, should be the basis, 
with some minor matters that need to be dealt with, should be the 
way in which financial modernization is dealt with. 

Mr. Ganske. Thank you. 

Mr. Oxley. The gentleman’s time has expired. 

The gentleman from Michigan, Mr. Stupak. 

Mr. Stupak. Thank you, Mr. Chairman. 

Mr. Secretary, in just listening to testimony, when we talk about 
operating subsidy, I believe we are talking about access to the dis- 
count window and the Federal guarantee to insure the bank assets. 
Do you disagree with that? 

Mr. Rubin. I do. We are not talking about the operating sub hav- 
ing any access to the window, or any guarantee of assets. The oper- 
ating sub would have none of that. 

Mr. Stupak. But the bank has the access which makes the cap- 
ital then cheaper, does it not, if the bank has access to the discount 
window and the guarantee? 

Mr. Rubin. The bank has the access. That may make their cap- 
ital somewhat cheaper, although that, as you know, is a matter 
that is somewhat disputed. But the subsidy that is thereby created 
can then only be transferred to the subsidiary in accordance with 
the provisions of H.R. 10. And under those provisions, the affiliate 
and the subsidiary are exactly identical — 100 percent identical — 
with respect to the ability to benefit from the subsidy. A zero dif- 
ference. 

Mr. Stupak. All right. Let me ask you this. In your statement, 
you maintain that a bank would not transfer the subsidy it receives 
through the access to the payment window and deposit insurance 
to a subsidiary anymore than an affiliate, because it would have to 
provide loans on the same terms. 

Mr. Rubin. Correct. 

Mr. Stupak. It is my understanding that Chairman Greenspan 
was not primarily concerned about the loans, but the fact that the 
capital banks invest in subs would be subsidized, and in case of the 
affiliate, the bank would not invest in the affiliate, only the parent 
who does not derive a subsidy. 

Now, so you don’t dispute the notion that the access to the dis- 
count window and the Federal guarantee to insure bank assets de- 
creases the cost of their capital, do you? 

Mr. Rubin. No. What I disagree with is the other parts of the 
statement that you made. There is a very lively debate amongst 
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people who are expert in this area as to whether or not there is 
an actual subsidy in the bank, because as you know, the bank 

Mr. Stupak. But it is not an actual subsidy, right? I mean, it is 
the access to the discount window and the Federal guarantee. 

Mr. Rubin. You have Federal guarantee, you have access to the 
discount window, both of which are benefits to the bank, but the 
bank also takes on other responsibilities. For example, CRA. I can 
just tell you if you read the literature and you talk to people in this 
world, they will tell you that there is a very lively dispute as to 
whether there is a subsidy, whether or not that subsidy exists. But 
I am not engaging in that debate at the moment. I am saying 
whether or not that subsidy exists is irrelevant with respect to this 
op-sub affiliate debate because the ability to take that subsidy and 
put it in one or the other is exactly the same. 

Now, for the reasons that we discussed with others — including, 
I think, Mr. Dingell — a bank for all kinds of economic reasons may 
choose either the op-sub or the affiliate as the place to put its cap- 
ital. I think there are some instances where I think they feel the 
affiliate gives them the greatest overall competitive advantage, and 
there are some that are going to consider that the op-sub gives 
them the greatest competitive advantage, but that has zero to do 
with the subsidy. 

Mr. Stupak. If it is exactly the same, as you said, then are you 
saying, then, that Goldman Sachs and Citicorp can obtain loans or 
issue debt at the same terms? 

Mr. Rubin. Citicorp, the holding company, or Citicorp, the bank? 

Mr. Stupak. The bank. 

Mr. Rubin. No, the bank may have a subsidy. That isn’t the 
issue, Mr. Stupak. The question is, if they have a subsidy, and it 
is not so clear they have a subsidy — let me say, we competed with 
Citibank, wonderful institution, great institution, but we competed 
with them very effectively when I was in the securities business. 
But in any event, it suggests to me that if there is a subsidy, it 
isn’t very large, where a large subsidy would be a determinative 
factor. In fact, the investment banks were extremely competitive. 

But leaving that aside, if there is a subsidy, it is equally trans- 
ferable to the affiliate and to the subsidy. The subsidiary has no 
more advantage than the affiliate; it can be equally transferred to 
both. There are certain instances in which an institution will feel 
that its overall funding is advantaged by putting it in the affiliate, 
and there are other instances where they feel it would be an ad- 
vantage by putting it in the subsidiary. That has nothing to go 
with the question of whether there is a subsidy. 

Mr. Stupak. But the answer then to my question based on your 
answer is, no, that they can’t do it on the same terms; correct? 

Mr. Rubin. Can’t do what? 

Mr. Stupak. Issue debt on the same terms, Citicorp or Goldman 
Sachs. They can’t issue on the same terms. 

Mr. Rubin. Actually, we can respond to you in writing, Mr. Stu- 
pak, but I am not so sure you are right about that. What kind of 
debt are you talking about? Is it overnight debt or 1 week debt or 
1 month debt? 
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Mr. Stupak. Well, as you formulate your answer, take the tran- 
script and read it back and I think you will find your answer was 
no. So therefore, 

Mr. Rubin. Well 

Mr. Stupak. Well, just humor me and read it back before you an- 
swer my question if you are going to put it in writing, okay? 

Mr. Rubin. Mr. Stupak, even if you are right — and I think it is 
a much more complicated question than lends itself to a simple an- 
swer — it doesn’t matter. Because if Citibank can get an advantage 
in borrowing, if there is a subsidy, then the question is, can 
Citibank transfer that subsidy any more readily to an op-sub than 
to an affiliate? And the answer to that is 100 percent no. 

Mr. Stupak. But they invest in their op-sub, right? 

Mr. Rubin. But they invest in the affiliate. What they do is, as 
you know, they move it up to the parent and then the parent takes 
that — if it is subsidized — subsidized capital and invests it in the af- 
filiate. The same thing. Exact same thing. 

Mr. Stupak. All right. You mentioned that the foreign banks can 
engage in securities activities. Was Divo Securities an operating 
sub? 

Mr. Rubin. Was Daiwa securities? I actually don’t know. You 
mean their operations here? They were subject to Fed supervision. 
I don’t know whether it was a sub or not. Do you know? I don’t 
know. We can get back to you. 

I don’t think it would make any difference, really. I think that 
is irrelevant to this argument, but I don’t know whether it was a 
subsidiary or some other form, I don’t know. My guess is since that 
was a banking activity, my guess is it was not a subsidiary, but 
I don’t know. 

Mr. Stupak. I don’t know either. I thought I would ask. 

Chairman Greenspan stated in his testimony that Treasury had 
consistently opposed the operating subsidy in previous administra- 
tions. Why has this Treasury changed that prior policy. 

Mr. Rubin. Because what we did was to change the proposal. The 
op-sub that H.R. 10 contains is very substantially different than 
the proposal that the Treasury used to oppose. 

Mr. Stupak. Okay. You indicated that State banks are allowed 
to engage in a broad range of activities subject to their State char- 
ters and agreed to by the FDIC. How many States have allowed se- 
curities underwriting by State banks, and how many banks has the 
FDIC allowed to underwrite securities? 

Mr. Rubin. I do not know the answer to that. Do you? 

Mr. Carnell. Many States allow securities underwriting. 

Mr. Stupak. How many is many? 

Mr. Carnell. I don’t know the number. We can get back to you 
for the record, but a substantial number of States allow under- 
writing in securities of State banks. The actual number of banks 
that have come to the FDIC over the 13 years in which the FDIC 
has allowed this is not large. It is a handful right now. There have 
been no problems at those banks, by the way. 

Mr. Oxley. The gentleman’s time has expired. 

The gentleman from Illinois, Mr. Shimkus. 

Mr. Shimkus. Thank you, Mr. Chairman. 
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It is good to have you, Mr. Secretary. I have great respect for 
your knowledge and experience, along with the Fed Chairman. So 
if we have two credible proponents of two opposing views on finan- 
cial modernization, other factors may — you know, the public may 
be addressing other concerns. 

So let me ask a question that hasn’t been asked yet, and I don’t 
mean it to be disparaging of the administration, but if the public 
wants to ensure that our financial institutions are devoid of polit- 
ical influence regardless of who is in power in the executive branch, 
why would they, the public as a whole, safety and soundness, why 
would they side with your position versus the Fed Chairman’s? 

Mr. Rubin. I think that is a good question. What the public does 
when they elect an administration is they basically give to that ad- 
ministration the responsibility and the accountability, for that mat- 
ter, for economic policy; and economic policy very much includes 
banking policy. 

I think the critical distinction — and I think you are getting to a 
good point, Mr. Shimkus — the critical distinction, it seems to me, 
is between economic policy, banking policy — where the Secretary is 
and, I think, should be deeply involved — and regulatory matters 
where it seems to me the Secretary should not be involved. And it 
is a violation of Federal law for the Secretary to be involved in 
case-specific regulatory matters. And by that I presume 

Mr. Shimkus. I thought you were going to give me something 
else. 

Mr. Rubin. I don’t know this, but I presume that it was made 
a violation of law precisely to protect the public against the con- 
cerns that you just mentioned. 

Mr. Shimkus. During my short time as a member of the sub- 
committee, the big battles between the bank holding company and 
the operating sub, that is how I like to — my terminology that I am 
comfortable with saying — under the operating sub which you sup- 
port, the FDIC insurance — ^you are saying that there will be fire- 
walls so that the FDIC insurance will not be at risk based upon 
the activities of the other elements in the operating sub, the insur- 
ance or the securities instances. But can you put a price on the full 
faith and credit of the Federal Government? You can’t quantify 
that financially. 

Mr. Rubin. Well, what I am saying, Mr. Shimkus, and what the 
Chairman of the FDIC is saying, is that the taxpayers’ funds are 
better protected by having the nonbank financial activities in the 
subsidiary than in the affiliate. The problem for the taxpayers — the 
FDIC, as you say — lies if the bank gets in trouble. And if the bank 
gets in trouble, the FDIC can liquidate the subsidiary and take the 
proceeds and use them to deal with the problems of the bank. If 
the activities are in the affiliate, then the FDIC cannot automati- 
cally reach those assets — in fact they can’t — and liquidate them. 

Mr. Shimkus. But many of us are saying there is more risk tak- 
ing the other view. If in essence the FDIC is — which you can’t 
quantify the benefits to the operating sub of the other elements in 
the insurance and also 

Mr. Rubin. No, but there is no way that the problems in the op- 
sub — I see your point — can adversely affect the bank, because as 
you know, under American corporate law 
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Mr. Shimkus. I am not a lawyer, so I don’t know. 

Mr. Rubin. The parent is not responsible for the liabilities of the 
subsidiary, so the problems of the sub won’t affect the bank. But 
conversely, if the bank gets in trouble, then the FDIC can reach 
the subsidiary. This is the reason that the current FDIC Chairman 
and four predecessors — three Republicans and two Democrats — 
have said they prefer for safety and soundness purposes the op-sub. 
They are actually looking at exactly what you are looking at, safety 
and soundness, and they are saying the op-sub is preferable for 
precisely these reasons. 

Mr. Shimkus. That is all I have, Mr. Chairman. Thank you. 

Thank you, Mr. Secretary. 

Mr. Oxley. The Chair now recognizes the gentleman from Mas- 
sachusetts, Mr. Markey. 

Mr. Markey. Thank you, Mr. Chairman, very much. Welcome, 
Mr. Secretary. 

The subject I want to address if I could is the issue of privacy. 
I believe that every American has a right to knowledge that infor- 
mation is being gathered about them, notice that the information 
is going to be reused for purposes other than that which they had 
originally intended, and the legal right to say no with penalties 
against any entity which reuses that information: financial serv- 
ices, health care, any information technology. Fundamental right. 

Do you believe that a person’s privacy is a property right? Does 
someone have the right to their own person, their own information, 
their own history? Is that a property right? 

Mr. Rubin. Could I give a two-part answer, Mr. Markey? When 
you stated the general principle, I was thinking to myself, I agree 
with you. When you stated it as a property right — I certainly agree 
with the general principle. You know, a property right is a very 
specific legal term with a lot of ramifications — and I would have to 
think about that. But I certainly agree with the principle. 

Mr. Markey. We spend a lot of time in Congress trying to give 
individuals rights to physical property. 

Mr. Rubin. I am not disagreeing with you. It is just something 
I need to think about. It is an interesting way to put it. It would 
not have occurred to me to think about it quite that way. 

Mr. Markey. In the bill H.R. 10, as it emerged from the Banking 
Committee, the financial privacy language covers only banks and 
thrifts, but not broker dealers, not investment companies, not in- 
vestment advisors or insurance companies. None of them are cov- 
ered in the H.R. 10 privacy language. 

Do you think all of those institutions should be covered by any 
privacy language which we pass, or should it only be the banks and 
thrifts? 

Mr. Rubin. Well, as you know, Mr. Markey, the President an- 
nounced yesterday an initiative to try to substantially improve pri- 
vacy, and I think that if you have — and I hope this is responsive 
to your question — that if you have a number of these different ac- 
tivities in the same institution, then the sharing of that informa- 
tion amongst the — I think this actually is responsive — amongst the 
components of that conglomerate, if you will — or for that matter 
the selling of the information — is something that the individuals 
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should receive notice of and then should have the opportunity to 
prevent. 

Mr. Markey. Across all of the institutions? 

Mr. Rubin. Yes, I think that is right. 

Mr. Markey. Okay, good. Linda is nodding yes. 

Mr. Rubin. Well, Linda may agree. But I think she is right in 
this instance, which is not always the case. 

Mr. Markey. The issue is — in my experience it has been that is 
that Linda is always right. 

So here is the issue. The broker, having access to checks, would 
know that your daughter was being treated with Ritalin for ADD, 
that your wife was being treated for breast cancer — the banker, the 
mortgage banker — that your wife had breast cancer, so he wouldn’t 
have any other way of knowing, except for these — for access to your 
checks. 

The insurance agent in the same firm would know of the stress 
of your daughter and the stress of your wife, and that your mother 
is on Depends, and you have her at home. So he would know the 
extra stress that you were under that otherwise he wouldn’t have 
any access to because he has your checks. So at the end of the day, 
shouldn’t you have a right to say no? 

Mr. Rubin. The answer to that question is yes, in my judgment. 

Mr. Markey. That is great. 

Mr. Rubin. By the way, I think that was really the core of the 
President’s announcement yesterday. 

Mr. Markey. I know that, and I am just trying to get it out. 

Mr. Rubin. So Linda agrees with the President as well. 

Mr. Markey. I have been looking to Linda for 20 years. 

Now, the legislation that passed the Banking Committee also 
limited this small segment of the financial services universe of 
banks and thrifts to merely requiring that a banker tell the cus- 
tomer what the institution’s privacy policy is with respect to disclo- 
sure to other third parties, other than agents of the depository in- 
stitution. 

The amendment that I will make in the committee is to make 
sure it is not just other depository institutions, but to every other 
affiliate of that institution that has that responsibility, and the ad- 
ministration agrees with that position. 

Mr. Rubin. I think that sounds right, yes. 

Mr. Ganske. Would the gentleman yield? 

Mr. Markey. I will be glad to yield. 

Mr. Ganske. And with the chairman’s discretion, would — I ask 
unanimous consent for 1 additional minute. 

Mr. Oxley. One additional minute. 

Mr. Ganske. I am sympathetic to the gentleman’s concern about 
privacy, both in financial services and in health care, but the pri- 
vacy issue is a very, very difficult one that relates to Internet, to 
all sorts of complicated issues. I would sort of liken trying to solve 
this, that problem with the financial services, to the gentleman 
putting a basketball in each hand and trying to make both shots 
at the same time, or having two baseballs pitched at you and try- 
ing to hit both of them at the same time out of the park. 

I pledge to work with the gentleman on these issues. I am con- 
cerned about trying to marry a very complicated issue to an al- 
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ready very complicated issue, and I don’t know if the gentleman 
has a response to that. 

Mr. Oxley. The gentleman’s time has expired. 

Mr. Markey. I ask the chairman for 1 additional minute. 

Mr. Oxley. One additional minute. Briefly, please. 

Mr. Markey. We have two phenomena here. We have this rapid 
technological revolution which is affecting every industry. It forces 
convergence in the financial industry, yes, but it also makes it pos- 
sible for these data miners to use this electronic capacity to be able 
to glean information about each of us. 

So there is a Dickensian quality to it. It is the best of wires and 
the worst of wires simultaneously. It makes it possible to create all 
of this wonderful progress in financial services being put in one 
place, but it also makes it possible for unscrupulous individuals to 
monitor our private secrets of our lives. 

So for a woman who, in order to get an insurance policy, has to 
go in to get a medical exam and there is knowledge here that she 
has breast cancer, it is a very sensitive subject 

Mr. Oxley. The gentleman’s time has expired once again. 

Mr. Markey. If I may, just 30 seconds, with your indulgence, I 
don’t think that that person should have waived her rights to have 
that information now transferred over to her broker dealer, over to 
her mortgage banker. It should not be affecting every other part of 
her life without her permission. Otherwise I think, whether it be 
ADD or it be breast cancer or it be any other issue, we will put 
a chilling effect upon people trying to gain access to the medical 
services which they need, for fear that it will be spread all over 
time because one institution in town is now able to spread it. And 
that is why I think it has to be merged into one ball and I would 
like to work with the gentleman. 

Mr. Oxley. I would remind the members, this is a hearing and 
not a markup. There will be plenty of time for give and take, and 
I am sure the Secretary would appreciate getting back to the issue 
at hand. I would also say, knowing my friend from Massachusetts, 
the chances of him with two basketballs scoring is far higher than 
passing either one of those basketballs. 

I recognize the gentleman from New York. 

Mr. Fossella. Thank you, Mr. Chairman. 

I stepped out for a few minutes but, Mr. Secretary, I am just cu- 
rious. At the end of the day, you raised some red flags in what may 
happen on this bill. Is there anything that you can see where you 
would urge the President to veto this legislation, given some of the 
amendments that are under consideration? 

Mr. Rubin. Any situation in which I would urge it to be vetoed? 
He has issued a veto letter, as you know. The letter focused on 
CRA, and as he said yesterday again in his statement, it is impera- 
tive that the CRA remain relevant in the world that is now devel- 
oping. The veto letter included the failure of the Senate banking 
bill to provide choice between an op-sub and an affiliate, and it in- 
volved consumer issues. And then he is concerned about banking 
and commerce issues. 

Mr. Fossella. And that is going to be the party line from here 
on in; is that it? 

Mr. Rubin. Excuse me? 
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Mr. Fossella. That is the party line from here on out? 

Mr. Rubin. It is not a party line. That is a veto letter that came 
from the President himself, it was not senior advisors, and it re- 
flected the deeply held policy views of the President and the admin- 
istration. 

Mr. Fossella. Thank you very much. 

Mr. Rubin. Okay. 

Mr. Oxley. Does the gentleman yield back? 

Mr. Fossella. I yield back. 

Mr. Oxley. The Chair now recognizes the gentlewoman from Col- 
orado. 

Ms. DeGette. Thank you, Mr. Chairman. 

Mr. Oxley. If the gentlewoman would just suspend. The Chair 
would announce there is a 15-minute vote on the floor and then a 
5-minute vote. We would love to be able to get through the panel 
and get the Secretary on his way if that is at all possible, so let’s 
give that a shot. 

The gentlewoman from Colorado. 

Ms. DeGette. I won’t have any basketball discussions, Mr. 
Chairman. 

Just very briefly, Mr. Secretary, to take a sort of a different 
angle at this, in your prepared testimony you say that you continue 
to believe that any financial modernization bill must have adequate 
protections for consumers, and you point out that you are hoping 
that this committee will add additional protections over the bill 
that came out of the Banking Committee. 

Are you talking specifically there about the Federal Home Loan 
Bank system, and the other issue on affiliations between commer- 
cial firms and savings associations, or are there additional con- 
sumer protections you would like to see? 

Mr. Rubin. I was referring there primarily to try to work with 
the SEC in order to better enable them to perform their functional 
regulation. The SEC has concerns and I think they are well taken. 

Ms. DeGette. I do too. 

Mr. Rubin. As you know, this bill was designed to eliminate the 
exemption from the SEC of these various securities activities con- 
ducted in banks. At the same time, then, there are all sorts of ex- 
ceptions to the exemptions, and they could be read so broadly as 
to establish the exemption. That is the concern that the SEC has. 
We share that concern, and what we would like to do, if there is 
a way that it can practically be done, is to work with the SEC on 
these issues. That was my primary reference. 

Ms. DeGette. Do you think there is a way that it can practically 
be done? 

Mr. Rubin. I don’t fully know the answer to that. We have 
worked with the SEC extensively, we would like to continue to 
work with them, but these are very complicated issues. All I can 
tell you is that we very strongly share their concerns and we would 
like to be constructive in resolving them if there are ways to do 
that. 

Ms. DeGette. You have had ongoing discussions, I guess, and 
you haven’t been able to come up with any ideas so far? 

Mr. Rubin. Well, we certainly have had ongoing discussions, and 
I think it would probably be fair to say that there were a lot of 
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ideas, and the question is, will any of them work and be practical 
and legislatable and so forth. 

Ms. DeGette. Mr. Chairman, in the interest of getting in the 
other questions, I yield back. 

Mr. Oxley. The gentleman from Wisconsin is next, Mr. Barrett. 

Mr. Barrett. I appreciate your comments and the comments the 
administration has made with regard to CRA. My question regards 
central city. I represent a district with a large central city, and I 
am grasping to see in either approach what is here to benefit the 
central city and what is going to improve investments in our cen- 
tral cities. Can you make the case as to why your approach is bet- 
ter than Mr. Greenspan’s approach? 

Mr. Rubin. Well, as you know, because we have discussed these 
issues before, I also care deeply about what is happening in inner 
cities and I think that what is happening there is going to greatly 
affect what is happening in the rest of our country. I don’t know 
that the op-sub affiliate debate particularly affects what happens 
in the inner cities, although I must say, having said that, to the 
extent that there are minority, small minority-owned banks — actu- 
ally, I hadn’t thought about it until this moment — but to the extent 
there are small, minority-owned banks that want to get into these 
new financial activities in some measure — and it seems to me it 
might well be advisable to do that in some measure and then affil- 
iate with other larger institutions and so forth — what they should 
be allowed to do as long as there is no reason not to allow them, 
and I believe there is zero reason not to allow them, is to find the 
form of organization that is most efficient for them. And I suspect 
that for small banks of the kind I have just described, the op-sub 
probably would be a less expensive way of structuring themselves 
to engage in these activities. 

Mr. Barrett. Which approach would have more CRA penetra- 
tion? 

Mr. Rubin. If there is a difference, then it seems to me that it 
may be — I mean, we are totally committed to CRA, as you know, 
but if there is a difference, it may be that by virtue of the fact that 
the sub is an asset of the bank and preserves these assets within 
the bank as opposed to putting them in the affiliate, that that 
might be beneficial or advantageous with respect to CRA. 

Mr. Barrett. Okay. Thank you. 

Mr. Oxley. The gentleman’s time has expired. 

The gentleman from Illinois, Mr. Rush. 

Mr. Rush. Thank you, Mr. Chairman. 

Secretary Rubin, in the interests of time — well, first of all, Mr. 
Chairman, I do have a number of questions, but I ask for unani- 
mous consent to ask that you 

Mr. Oxley. That has already been provided for, yes. 

Mr. Rush. All right. Secretary Rubin, H.R. 10, as reported out 
of the Banking Committee, carves out and essentially protects title 
insurance from competition under the act. Will you discuss the re- 
sulting benefits or detriments of such a carve-out? 

Mr. Rubin. Let me ask Mr. Carnell to do that, if I may, Mr. 
Rush. 

Mr. Carnell. We think, Mr. Rush, that more competition is de- 
sirable here, and that singling out this or another line of financial 
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services business for special protection from competition does not 
make sense. So we think these provisions are discriminatory, and 
that something that puts different providers on a real equal footing 
and lets them compete would be good for consumers. 

Mr. Rush. Thank you, Mr. Chairman. I yield back. 

Mr. Oxley. Thank you. The final questioner, the gentleman from 
New York, Mr. Engel. 

Mr. Engel. Thank you, Mr. Chairman. 

I too have a number of questions which I will submit in the in- 
terests of time. 

I just wanted to ask the Secretary, in his prepared testimony he 
mentioned the Federal Home Loan Bank system and his concerns 
with that. I am wondering if you could elaborate on them. Obvi- 
ously, the Federal Home Loan Bank system has been effective in 
assisting Americans to obtain homeowner ship. I wonder if you 
could elaborate on your concerns. You mentioned particularly its 
arbitrage and short-term lending activities. 

Mr. Rubin. We are very much in favor of the Federal Home Loan 
Bank System serving its legislatively determined public purpose, 
which, as you say, is housing. And there are people who think it 
should be expanded to provide more resources to communities and 
community banking and various community purposes. That seems 
to us a sensible judgment for Congress to make. 

Our concern is the use of the FHLB’s taxpayer subsidy for pur- 
poses other than those determined by Congress. Arbitrage activity 
is not a benefit to housing and it is not a benefit to communities, 
if that is a purpose Congress should determine. And neither is 
overnight lending. That was the point of my comment. 

Mr. Engel. I just want to say I agree with you, and I have some 
other questions which I will submit. Thank you very much. 

Mr. Oxley. The gentleman’s time has expired. 

Mr. Secretary, we appreciate your willingness to be with us this 
morning and, as usual, your excellent testimony is appreciated and 
we thank you very much. 

With that, the subcommittee stands in recess until 1 p.m. 

[Brief recess.] 

Mr. Oxley. The subcommittee will reconvene, on time, and we 
welcome our third panel of today. If they will come forward. We are 
honored today to have two distinguished gentlemen. The first wit- 
ness is Commissioner George Nichols, III, the chairman of the com- 
mittee on financial services modernization with the National Asso- 
ciation of Insurance Commissioners, and our old friend, the Honor- 
able Arthur Levitt, chairman of the Securities and Exchange Com- 
mission. 

Gentleman, welcome to both of you. We appreciate your coming 
before the committee on this important issue. You have testified on 
this issue before this committee in the past. We hope fervently that 
this is the last time that we will ask you to participate on a hear- 
ing on financial services modernization and that you can join us at 
some future date for a bill signing and everything will be fine and 
we will get on with the rest of our lives. 

So with that, let us begin with Commissioner Nichols. 
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STATEMENTS OF GEORGE NICHOLS, III, CHAIRMAN, COM- 
MITTEE ON FINANCIAL SERVICES MODERNIZATION, NA- 
TIONAL ASSOCIATION OF INSURANCE COMMISSIONERS; 

AND HON. ARTHUR LEVITT, CHAIRMAN, SECURITIES AND 

EXCHANGE COMMISSION 

Mr. Nichols. Thank you, Mr. Chairman. My name is George 
Nichols, and I am the commissioner of insurance in the Common- 
wealth of Kentucky; and I serve as vice president of the National 
Association of Insurance Commissioners and chairman of the spe- 
cial committee on financial services. We are honored to he here 
today to talk about this important issue 

Mr. Oxley. Excuse me. Is your mike on? 

Mr. Nichols. Hello? I thought it was. 

Mr. Oxley. No. It is that switch down at the bottom. If you 
could, just pull it a little bit closer. The acoustics are tough in this 
room. 

Mr. Nichols. My name is George Nichols. I am the Commis- 
sioner of Insurance in the Commonwealth of Kentucky. I am rep- 
resenting the National Association of Insurance Commissioners, 
which I serve as vice president and chairman of the special com- 
mittee on financial modernization. We are honored to be here 
today. 

We want to talk about insurance consumers who are a huge fac- 
tor in the H.R. 10 equation. Their interests must not be sacrificed 
in the name of financial modernization services. Insurance is a 
unique product which is purchased to protect people during times 
of their lives when they are most vulnerable. 

Figures compiled by our association show that families can spend 
easily upwards of $3,000 for auto, home, and life insurance. If you 
take into consideration health insurance and they buy it individ- 
ually, that amount could double, including additional property that 
they own or additional cars. Seen regularly, those are the only pro- 
tection for America’s insurance consumers. 

Nationwide we employ some 10,000 people and spend $750 mil- 
lion annually to be the watchful eyes and helpful hands of con- 
sumers regarding insurance problems. There is no Federal agency 
for regulating the business of insurance. If Congress prevents the 
States from supervising insurance adequately, this vital function 
will go undone. 

Furthermore, the cost of insurance of any regulatory failures of 
insurance companies would directly affect policy holders, claimants. 
State guarantee funds, and the taxpayers. As passed by the House 
Committee on Banking and Financial Services, H.R. 10 is basically 
hostile to consumers and the States. The bill needlessly sweeps 
away State consumer protection authority. 

H.R. lO’s broad preemption of State insurance laws is clearly 
shown on a chart that we have prepared for each of the members. 
We have compiled it relating to the specific statutes for your given 
State. State regulators and the NAIC strongly oppose the Banking 
Committee version of H.R. 10. 

To correct these deficiencies, we are submitting specific amend- 
ments to the Commerce Committee that will preserve our central 
authority to the following areas: affiliations. The NAIC amend- 
ments preserve the power of State regulators to fully review pro- 
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posed affiliations involving banks, just as we do with any other 
firm that would acquire an insurer. This is sensible since we are 
the only regulators who protect the rights of policyholders and 
claimants. 

Insurance business activities. The NAIC amendments make it 
clear that States can regulate all insurance functions of all busi- 
ness entities including banks. Our amendments cover important as- 
pects of insurance operations that H.R. 10 fails to address such as 
reinsurance, investments, and claims handling. 

Nondiscrimination. The NAIC amendments make it clear that 
State laws cannot overtly discriminate against banks or indirectly 
be used to prevent them from engaging in business activities pro- 
vided for under H.R. 10. 

Equal standing in the court. The NAIC amendments give State 
regulators equal standing in the court with the Federal regulators 
for all disputes arising over matters relating to H.R. 10. 

The NAIC amendments make minimum changes to the existing 
language and structure of the bill. Adopting them will not interfere 
at all with the bill’s financial modernization goals. The NAIC is 
also proposing new amendments to H.R. 10 that will give us extra 
tools to quickly achieve the uniformity and efficiency of State insur- 
ance regulation and supervision. 

Our amendments would use Federal law to help State insurance 
departments to accomplish the following goals: (1) establish a 
streamlined and uniform process for licensing nonresident agents; 
(2) remove State barriers to nonresident licensing, including 
countersignature requirements; (3) establish a streamlined and 
uniform process for licensing of insurance companies; and, (4) grant 
legal protection to city and NAIC and State regulators to informa- 
tion sharing data base activities and enforcement matters involving 
Interstate Commerce. 

Mr. Chairman, H.R. 10 is now at a crossroads. Congress must 
make a clear choice to protect insurance consumers. If Congress 
adopts the NAIC’s consumer protection amendments, the bill can 
proceed with the confidence that policyholders and claimants will 
remain fairly protected by the States. If Congress fails to adopt 
these amendments, the critical interests of insurance consumers 
and State governments will be sacrificed. 

There is one last fact that Congress should consider. In 1997, in- 
surance products generated 4 million consumer inquiries and com- 
plaints. If Congress takes away our power to handle these com- 
plaints, who in the Federal Government will? State insurance regu- 
lators and the NAIC want to continue keeping misguided fraudu- 
lent insurance providers from damaging consumers, banks, and in- 
surance companies. We ask that Congress come in and help us pro- 
tect consumers by fixing H.R. 10 in order to preserve the authority 
of States they need to get the job done. 

That concludes my prepared remarks, Mr. Chairman. I would 
also like to offer a few personal thoughts in the importance of the 
H.R. 10 debate in view of the tragic storm and losses to the people 
in Oklahoma and Kansas. 

We recognize the devastation that has affected those two States. 
Right now those two States both have strong advocates in their 
commissioners of insurance. Both States are setting up satellite of- 
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fices in the locations of the devastation to make sure that insur- 
ance companies are doing the jobs that they need to do, to coordi- 
nate the response, to make sure that claims are handled in a prop- 
er manner, and that they can move as quickly as possible to try 
to help the people in those two areas move toward back being 
whole again. 

We are asking this committee to work with us to assure that we 
do not lose the authority that we have to be the advocate on behalf 
of consumers with this financial service. 

Thank you very much, sir. 

Mr. Oxley. Thank you, Mr. Nichols. 

[The prepared statement of George Nichols III follows:] 

Prepared Statement of Commissioner George Nichols III, Chairman, Com- 
mittee ON Financial Services Modernization, National Association of In- 
surance Commissioners 

Introduction 

My name is George Nichols, and I serve as Commissioner of Insurance in Ken- 
tucky. I also serve as Vice President of the National Association of Insurance Com- 
missioners (NAIC) and Chairman of the NAIC’s Special Committee on Financial 
Services Modernization. The NAIC established this Special Committee in 1996 to as- 
sist State insurance regulators as they continue to meet the demands of the Nation’s 
rapidly evolving market for financial products. 

Today, I would like to make three points regarding HR 10 and financial services 
modernization. 

• First, the interests of insurance consumers in the United States must not be sac- 

rificed in the name of modernizing financial services. 

• Second, State insurance regulators strongly oppose the version of HR 10 passed 

by the House Committee on Banking and Financial Services because the bill 
sweeps away State authority to protect insurance consumers. We will use every 
means available to alert the public. Congress, and State officials that HR 10 is 
currently anti-consumer and anti-State government. 

• Third, the NAIC is providing the Committee on Commerce with specific amend- 

ments that fix the serious regulatory deficiencies in HR 10. The NAIC’s amend- 
ments will also achieve the goals of uniform licensing procedures for insurers 
and agents, as well as national enforcement of State and Federal laws that pro- 
tect insurance consumers. 

Insurance Consumers Are a Huge Factor in the HR 10 Equation 

HR 10 has been working its way through Congress with strong backing from im- 
portant segments of the banking, insurance, and securities industries. The commer- 
cial firms pushing the bill argue that new Federal legislation is needed to enable 
them to develop and market better products, as well as to allow them to compete 
more fairly in a global economy. NAIC members also support modernizing financial 
laws. We recognize there are potential business benefits to consumers in our respec- 
tive States. 

However, Congress must also consider the welfare of consumers from the stand- 
point of making sure that their insurance is safe and their claims are paid. To our 
knowledge, the millions of people who buy insurance for their homes, cars, health, 
and financial security are not even aware that Congress is considering HR 10. We 
do not believe the public will be complacent about HR lO’s negative impact on insur- 
ance supervision when people learn that it prevents State regulators from moni- 
toring insurer solvency and handling customer complaints. 

Paying for insurance products is one of the largest consumer expenditures of any 
kind for most Americans. Figures compiled by the NAIC show that an average fam- 
ily can easily spend a combined total of $3,000 each year for auto, home, life, and 
health insurance coverage. This substantial expenditure is typically much higher for 
families with several members, more than one car, or additional property. 

Collectively, the insurance premiums paid by American consumers in 1997 
amounted to $116 billion for auto coverage, $29 billion for homeowners policies, 
$107 billion for life insurance, and $216 billion for health coverage. Almost half a 
trillion dollars goes toward buying annual personal insurance coverage, a unique 
product which is purchased to protect people during the times in their lives when 
they are most vulnerable. 
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Consumers clearly have an enormous financial and emotional stake in assuring 
that the promises made by insurance providers are kept. 

State Regulators Are the Only Protection for Insurance Consumers 
As regulators of insurance, State governments are responsible for making sure the 
expectations of American consumers are met regarding financial safety and fair 
treatment by insurance providers. State insurance commissioners are the public offi- 
cials who are appointed or elected to perform this consumer protection function. Na- 
tionwide, we employ 10,000 regulatory personnel and spend $750 million annually 
to be the watchful eyes and helping hands on consumer insurance problems. 

Here are three key factors to keep in mind when considering HR 10 or other Fed- 
eral legislation affecting State insurance authority — 

1. There is no Federal agency for regulating the business of insurance. If the Fed- 

eral government prevents the States from supervising insurance adequately, 
this vital consumer protection function won’t get done at all. 

2. Individual States and their citizens bear the costs associated with regulating in- 

surance providers, including the costs of any insolvencies that occur. State gov- 
ernments thus have a powerful incentive to do the job well, and the record 
shows they have done so. 

3. Overly broad language and imprecise drafting in Federal laws can easily under- 

mine essential State consumer protection laws which apply to ALL insurance 
providers. The resulting costs to State governments, taxpayers, policyholders, 
and claimants can be enormous. 

Some people have framed the debate over financial modernization as a conflict be- 
tween Federal and State regulation, or between the banking and insurance regu- 
latory systems. The real issue, however, is whether insurance-related activities of 
financial services companies will be regulated at all if Federal law prevents the 
States from doing the job. 

The Federal Reserve Board, the Office of the Comptroller of the Currency (OCC), 
and the Office of Thrift Supervision (OTS) have each said they do not intend to reg- 
ulate insurance. If State governments are prevented from doing it, who will? 

HR 10 Prevents State Insurance Regulators from Protecting Consumers 

NAIC pointed out the following serious flaws in HR 10 during NAIC President 
and Connecticut Insurance Commissioner George Reider’s testimony before the 
House Banking and Financial Services Committee on February 11, 1999. 

• HR 10 flatly prohibits States from regulating the insurance activities of banks, 

except for certain sales practices. There is no justification for giving banks an 
exemption from proper regulations that apply to other insurance providers. 

• HR 10 prohibits States from doing anything that might “prevent or restrict” 

banks from affiliating with traditional insurers or engaging in insurance activi- 
ties other than sales. This exceedingly broad standard undercuts ALL State su- 
pervisory authority because every regulation restricts business activity to some 
degree. HR lO’s total preemption of State consumer protection powers goes far 
beyond current law, and casts a dangerous cloud over the legitimacy of State 
authority in countless situations having nothing to do with easing financial in- 
tegration for commercial interests. It could also throw into question the regu- 
latory cooperation between State insurance regulators and Federal banking 
agencies being achieved under current law. 

• HR 10 uses an “adverse impact” test to determine if State laws or regulations are 

preempted because they discriminate against banks. This unrealistic standard 
fails to recognize that banks are government-insured institutions which are fun- 
damentally different from other insurance providers. Sound laws and regula- 
tions that are neutral on their face and neutral in their intent would still be 
subject to preemption under such a standard. 

• HR 10 does not guarantee that State regulators will always have equal standing 

in Federal court for disputes which may arise with Federal regulators. 

Frankly, we are quite disappointed and concerned that the House Banking and 
Financial Services Committee chose not to fix these and other problems pointed out 
by NAIC. We were told that all parties affected by HR 10 will suffer a certain 
amount of pain, but nobody has informed insurance consumers that they are among 
the groups who will suffer when State laws and regulations are preempted. 

Real Examples of HR 10’ s Harmful Impact 

1. Connecticut was involved last year in the regulatory approval process for the 
merger between Travelers Insurance and Citibank. Operating under State law. 
Commissioner Reider and his staff reviewed the proposed business plan and a 
complete filing of corporate financial and operating data before making a final 
decision that the merger should be approved. He met his responsibility to fully 
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review the merger on behalf of the public, and the matter was handled expedi- 
tiously with no complaints from the companies making the application. Under 
HR 10, however, he would automatically be prevented from conducting a proper 
regulatory review of such a large and influential merger affecting insurance 
consumers in his State. 

2. After extensive input from citizen groups, the State insurance department, and 

Blue Cross/Blue Shield managers. North Carolina’s legislature decided that the 
$2 billion value of the Blue Cross/Blue Shield plan should be put into a trust 
for the benefit of the public if it is ever sold to private interests. If a bank or 
bank-affiliated insurer were involved in such a sale, this State law — passed to 
address local concerns having nothing to do with Federal banking laws — would 
be preempted because HR 10 dictates that no State law may prevent or restrict 
a bank from affiliating with an insurer. 

3. Pennsylvania enacted a law in 1996 to correct widespread sales and solicitation 

abuses found during the State’s regulatory examinations of companies mar- 
keting life insurance products and annuities. The law sets limitations and min- 
imum standards for illustrations used in marketing such products. It also ad- 
dresses unfair financial planning practices, and prohibits unqualified agents 
from holding themselves out as financial planners. Under HR 10, Pennsylvania 
stands to lose this important tool with respect to the solicitation and sale of life 
and annuity products by financial institutions, even though the need for the law 
has been established by State regulators. 

4. On a broader level, the NAIC is preparing a specific home-state chart for each 

Member of this Subcommittee showing more than 30 basic insurance laws that 
HR 10 is likely to preempt if it is not amended. These charts identify State stat- 
utes covering such critical areas as examinations, audits, reinsurance, capital- 
ization, valuation, investments, liquidations, guarantee funds, agent licensing, 
and holding company supervision. NAIC will deliver these graphic illustration 
charts to the Subcommittee Members when completed. 

Current Progress by State Regulators Depends Upon Maintaining Our Authority 
HR 10 threatens the substantial progress now being made by State insurance reg- 
ulators using our existing authority. While Congress and industry have been talking 
about modernizing financial services regulation, we have been developing and imple- 
menting real changes that promote uniformity and efficiency. The process is work- 
ing because State insurance authority is well defined and accepted under the 
McCarran-Ferguson Act. 

The NAIC is joining with Federal and State banking agencies to develop agree- 
ments for cooperating and exchanging information on regulatory matters. In addi- 
tion, special training classes are being designed by NAIC to help Federal regulators 
perform their duties better. All-day meetings among top technical experts at the 
Federal Reserve Board, OTS, OCC, and State insurance departments are also occur- 
ring. Participants in these hands-on exchanges have all agreed that they are exactly 
what is needed to make functional regulation work. 

Under HR 10, the extent of State insurance authority will surely be questioned 
and tested, not only by banks and their affiliates, but also by traditional insurers 
that have been complying with present laws for many years. Federal and State reg- 
ulators may start to question whether the cooperation arrangements we have made 
with them remain legal. It makes no sense for Congress to undermine State regu- 
latory reforms being accomplished today under existing laws. 

NAIC’s Amendments Preserve Essential State Consumer Protection Authority 

The version of HR 10 passed by the House Banking Committee is very harmful 
to insurance consumers. To correct its deficiencies, the NAIC is submitting specific 
amendments to the Commerce Committee that will make HR 10 palatable in the 
following essential areas — 

• Affiliations — The NAIC amendments preserve the power of State regulators to 

fully review proposed affiliations between banks and insurers, just as we do 
with any other firm acquiring an insurer. This is sensible, since we are the only 
regulators who protect the rights of policyholders and claimants. It is also fair, 
since State guarantee funds are required to pay for any insolvencies which may 
result from bank-related affiliations. 

• Insurance Sales and General Business Activities — The NAIC amendments make 

it clear that States can regulate the insurance functions of all business entities, 
including banks. Our amendments cover all aspects of insurance operations, in- 
cluding reinsurance, investments, claims handling, and managing general 
agents. 
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• Non-Discrimination — The NAIC agrees that State laws and regulations should not 

unfairly discriminate against banks on insurance matters, but we also recognize 
it would be foolish to ignore the fact that they are government-insured deposit 
institutions which are fundamentally different from other insurance providers. 
Our amendments make it clear that State laws cannot overtly discriminate 
against banks or indirectly be used to prevent them from engaging in busi- 
nesses permitted by HR 10. 

• Equal Standing in Court — The NAIC amendments give State regulators equal 

standing in court with Federal regulators for all disputes arising over matters 
relating to HR 10. There is no good reason to grant special deference to Federal 
regulators simply because a matter occurred before September 1998. 

The NAIC’s consumer protection amendments are Attachment I to this testimony. 
We carefully crafted the amendments to make minimal changes to the existing lan- 
guage and structure of HR 10. Adopting our amendments will not interfere at all 
with the financial modernization goals which the bill’s sponsors hope to achieve. 

NAIC’s New Amendments Achieve Uniform Licensing and National Enforcement 
The NAIC has clearly heard the demands in Congress and industry for more uni- 
formity and efficiency in State insurance supervision. Since NAIC has promoted 
these same objectives for many years with incomplete success, we now believe it is 
appropriate to ask Congress for new amendments to HR 10 that will use Federal 
law to let State regulators get the job done. With these tools, we can overcome the 
obstacles that have hindered our progress. 

The primary benefit of adding these amendments to HR 10 is to achieve the goals 
of uniform regulatory procedures and national enforcement quickly by using the ex- 
isting system of State regulation. The extra costs and delays of establishing a 
NARAB organization could thus be avoided, while also preserving the legal certainty 
of licensing and enforcement under State and Federal law. 

Banking and insurer groups advocating broad preemption of State law in HR 10 
say that uniformity and efficiency are major reasons to justify such radical action. 
However, the NAlC’s amendments will achieve the same goals without gutting basic 
State consumer protection powers. 

We propose that the Commerce Committee adopt specific amendments to direct 
and authorize State insurance departments and the NAIC to accomplish the fol- 
lowing goals — 

1. Establish a streamlined and uniform non-resident agent licensing process. 

2. Remove State law barriers to non-resident licensing, including counter-signature 

requirements, by a certain date. 

3. Establish a streamlined, uniform, and expedited process for insurance company 

admissions. 

4. Authorize the use of social security numbers for licensing purposes, for the pro- 

ducer database, and for use by the Insurance Regulatory Information Network 
(IRIN). 

5. Grant exemptions from the Fair Credit Reporting Act for IRIN, the NAIC, and 

State insurance departments regarding regulatory licensing activities and re- 
lated databases. 

6. Provide State insurance regulators and NAIC with access to the national criminal 

history database (NCIC) for regulatory purposes and for checking criminal his- 
tories as required by the Federal Insurance Fraud Prevention Act. 

7. Grant Federal immunity from liability for NAIC and IRIN database activities. 

8. Protect the confidentiality of regulatory communications between among NAIC, 

State regulators, and Federal agencies. 

9. Facilitate the use of regulatory databases, including digital signatures, acceptance 

of credit cards, and electronic funds transfers. 

10. Grant immunity for insurance companies that report agent terminations for 
cause to State regulators. 

A brief description of these amendments is Attachment II to this testimony. 
Conclusion — Congress Must Make a Choice to Protect Insurance Consumers 
HR 10 is now at a crossroads. If Congress adopts the NAIC’s consumer protection 
and uniform licensing and enforcement amendments, the bill can proceed with con- 
fidence that insurance policyholders and claimants will remain fairly protected by 
the States. If Congress fails to adopt these amendments, the critical interests of in- 
surance consumers and State governments will be sacrificed. There must be no mis- 
understanding about what is at stake, and no illusion by anyone that insurance con- 
sumers will somehow be protected if State regulators are removed from the process. 

There is one last fact that Congress should consider. In 1997, insurance products 
generated 3.2 million consumer inquiries and 392,000 actual complaints made to 
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State regulators. If Congress takes away our powers to handle these complaints, we 
will be forced to turn consumers away. Who in the Federal government will take 
care of them? 

State insurance regulators and the NAIC want to continue keeping unsound or 
rogue insurance operations from damaging consumers, banks, and insurance compa- 
nies. Doing that job will also protect Federal and State governments from unneces- 
sary financial exposures caused by weak and insolvent institutions. We ask the 
Commerce Committee to help us help consumers by fixing HR 10 in order to pre- 
serve the authority States need to get the job done. 

Attachment I 

NAIC’S CONSUMER PROTECTION AMENDMENTS TO HR 10 

1. Section 104. Operation of State Law. 

(a) Affiliations. — 

Starting on page 37, delete the entire subsection, and replace with the following: 

(1) In General. — Except as provided in paragraph (2), no State may, by statute, reg- 

ulation, order, interpretation, or other action, prevent or restrict the affiliations 
authorized or permitted by this Act and the amendments made by this Act. 

(2) Insurance. — With respect to affiliations between insured depository institutions, 

or any subsidiary or affiliate thereof, and persons or entities engaged in the 
business of insurance, paragraph (1) does not prohibit any State from collecting, 
reviewing, and taking actions on applications required by the State and other 
documents or reports the State deems necessary concerning proposed acquisi- 
tions of control or the change or continuation of control of any entity engaged 
in the business of insurance and domiciled in that State, if the State actions 
do not violate the nondiscrimination requirements of subsection (c). 

Analysis: 

• This language enables the States to enforce their insurance holding company acts, 

provided such acts do not discriminate against banks. It is critical that the 
States retain this authority because no one else will review these affiliations for 
the purpose of protecting insurance consumers. Note that the Federal Reserve 
retains the authority to review all bank affiliations with bank holding compa- 
nies. 

• This language is substantially similar to the section 104 affiliations language in 

Senator Gramm’s Financial Services Modernization Act. 

2. Section 104. Operation of State Law. 

(b) Activities. — 

In General. — 

Delete the following phrase from subsection 104(b)(1), page 44, lines 12 and 13: 

“as provided in paragraph (3) and except”. 

On page 44, line 1 7, delete “restrict” and insert “significantly interfere with the abil- 
ity of’. 

At the end of subsection (b)(1), on page 44, line 22, insert the following: 

“where the State action discriminates against an insured depository institution 
or wholesale financial institution based on its status as an insured depository 
institution or wholesale financial institution, any subsidiary or affiliate thereof, 
or any person or entity based on its status of affiliation with an insured deposi- 
tory institution, contrary to the nondiscrimination requirements of subsection 

(c).” 

(3) Insurance Activities Other than Sales. — 

Delete subsection 104(b)(3) in its entirety, page 55, lines 3-22. 

Analysis: 

• These changes do not impact the Section 104(b)(2) Sales language in any way. 

• These changes are necessary to enable the States to regulate the non-sales insur- 

ance activities of banks, bank affiliates and bank subsidiaries, provided such 
State action does not discriminate against banks. This change is necessary to 
preserve State authority to regulate non-sales insurance activities in which 
banks are currently engaged, such as credit-related activities. 
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3. Section 104. Operation of State Law. 

(b) Activities. — 

(2) Insurance Sales. — 

Delete subseetion 104(b)(2)(C)(i) OCC Deference in its entirety, page 53, lines 20-25 
and page 54, lines 1-3. 

Renumber subparagraph (ii) on page 54, line 4, as subparagraph (i). 

Renumber subparagraph (Hi) on page 54, line 13, as subparagraph (ii). 

Renumber subparagraph (iv) on page 54, line 21, as subparagraph (Hi). 

Analysis: 

• This change is needed to ensure that equal deference is accorded to State insur- 

ance regulators regarding the interpretation of all State sales laws. 

4. Section 104. Operation of State Law. 

(c) Nondiscrimination. — 

In subparagraph (c), on page 58, line 4, insert “affiliations or” after “insuranee”. 

In subparagraph (c)(1), on page 58, line 12, insert “based on their insured status” 
after “thereof’. 

Delete subparagraph 104(c)(2), page 58, lines 17-25. 

Renumber subparagraph (3) on page 59, line 1, as subparagraph (2). 

Renumber subparagraph (4) on page 59, line 6, as subparagraph (3). 

Analysis: 

• The change to subparagraph (c) is necessary to clarify that affiliations of insured 

depository institutions authorized under the act are subject to the non- 
discrimination requirements of this subsection. 

• The change to subparagraph (c)(1) is necessary to clarify that laws that differen- 

tiate by their terms between insured depository institutions and other entities 
are impermissible only if the differentiation is based upon the insured status 
of those institutions. 

• Deletion of subparagraph (c)(2) is necessary to remove the effects test, which 

would make it impossible to make or enforce insurance laws and regulations. 
A law or regulation will always impact entities differently for reasons that are 
wholly unrelated to whether the entities in question are banks. 

• These changes leave in the bill strong requirements ensuring that States cannot 

discriminate against banks. 

5. Section 104. Operation of State Law. 

(d) Limitation. — 

On page 59, line 13, insert “(i)” after the word “affect” and before the word “the”. 
On page 59, line 19, insert the following at the end of the paragraph: 

; and (ii) State laws, regulations, orders, interpretations, or other actions of gen- 
eral applicability relating to the governance of corporations, partnerships, lim- 
ited liability companies, or other business associations incorporated or formed 
under the laws of that State or domiciled in that State, or the applicability of 
the antitrust laws of any State or any State law that is similar to the antitrust 
laws if such laws, regulations, interpretations, orders, or other actions are not 
inconsistent with the purposes of this Act to authorize or permit certain affili- 
ations and to remove barriers to such affiliations. 

Analysis: 

• This language was originally in subparagraph (a). This change is necessary so 

that this subparagraph, which preserves State corporate laws of general appli- 
cability and State antitrust laws, modifies both subsection (a) Affiliations and 
subsection (b) Activities. 

• The language has been changed slightly to conform to Senator Gramm’s Financial 

Services Modernization Act. By these changes, the language of subsection (d) is 
made identical to Senator Gramm’s Financial Services Modernization Act. 
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6. Section 111. — Streamlining Financial Holding Company Supervision. 

Page 76, line 11, delete “in compliance with applicable” and insert “subject to”. 
Analysis: 

• This technical change is needed to ensure that the States retain authority to en- 

force their capital requirements. As the provision is currently written, the Fed- 
eral Reserve would be able to step in as soon as a company falls out of compli- 
ance with applicable capital requirements, but before the State has had an op- 
portunity to enforce its applicable laws and regulations with respect to such 
capital requirements. 

7. Section 124. — Functional Regulation. 

Page 128, line 14, delete “Agency”.Page 129, line 3, delete “Agency” from the heading 
of subparagraph (b). 

Page 129, lines 3-4, delete “insurance agency or brokerage that is a subsidiary of 
an insured depository institution” and insert “insured depository institution 
subsidiary that is engaged in insurance activities”. 

Page 129, line 7, delete “insurance agency or brokerage” and insert “entity engaged 
in insurance activities”. 

Analysis: 

• These changes are necessary to ensure that all insurance activities of bank oper- 

ating subsidiaries are functionally regulated. 

• As the bill is currently written, this provision is limited to insurance agency and 

brokerage activities. These changes are necessary because HR 10 permits bank 
operating subsidiaries to engage in credit-related activities as well as agent/ 
broker activities. Such activities should be functionally regulated. 

• By this change, the provisions of HR 10 that apply to insurance affiliates of bank 

holding companies (including, for example, report, examination and capital re- 
quirements) also apply to bank operating subsidiaries that are engaged in in- 
surance activities. 

8. Section 303. — Functional Regulation of Insurance. 

Page 332, line 11, delete “sales”. 

Analysis: 

• This technical change is needed to ensure that the bill clearly provides that all 

insurance activities are functionally regulated by the States. 

• This change makes this provision identical to the language in the Bryan amend- 

ment to Senator Gramm’s Financial Services Modernization Act, which was 
adopted by the Senate Committee on Banking, Housing, and Urban Affairs on 
March 4, 1999. 


Attachment II 

HR 10 — SUMMARY OF NAIC’S PROPOSED AMENDMENTS RELATED TO UNIFORM LICENSING 

AND ENFORCEMENT 

1) Establish a streamlined and uniform non-resident agent licensing proc- 

ess. 

The objective of this amendment is a uniform non-resident agent licensing proc- 
ess, but not a single licensing decision. States would use a common form, which 
could be submitted electronically and distributed to those states where the applicant 
wants to be licensed. However, each state would retain the ability and discretion 
to decide whether to license or not license an agent, based upon uniform procedures. 
Uniform procedures would be developed by the states collectively through the NAIC. 
Standards would focus on consumer protection. 

2) Remove state law barriers to non-resident licensing, including counter- 

signature requirements, by a specific date. 

Federal preemption of counter signature laws has been in and out of the HR 10 
discussions. Many states have repealed these laws over the last few years. Only 8 
or 9 states still retain these requirements. 

3) Establish a streamlined, uniform, and expedited process for insurance 

company admissions. 

Similar to non-resident agent licensing, there would be a uniform process for in- 
surance company admissions, but not a single licensing point. States would retain 
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the ability and discretion to decide whether or not to admit a company, based upon 
uniform procedures. The states themselves would collectively establish uniform pro- 
cedures through the NAIC. Applications could be submitted electronically to a single 
point for distribution to states where licensure is requested. 

4) Authorize the use of social security numhers for licensing purposes, for 

the producer data hase, and for use hy IRIN. 

The use of social security numbers (SSN’s) is restricted under the Federal Privacy 
Act of 1974. Most states have found ways to supply social security numbers for the 
producer data base, but a few states still have significant problems. Use of SSN’s 
is the minimum element needed for properly identifying agents. A specific clarifica- 
tion in federal law would resolve any problems relating to use of SSN’s for insurance 
regulatory purposes. 

5) Exemptions from the Fair Credit Reporting Act for IRIN, the NAIC, and 

state insurance departments regarding regulatory licensing activities 
and related databases. 

Recent amendments to the Fair Credit Act extended its provisions to databases 
not typically a part of the credit rating process. These amendments apply to data- 
bases used for both credit rating and employment purposes. Expansive interpreta- 
tions by the Fair Trade Commission have extended the Act even to situations in- 
volving administrative licensing. The Act, if it were determined to apply to IRIN, 
would impose extensive notice and appeal requirements, just as if IRIN were a cred- 
it bureau. The solution to these problems is simple — state insurance regulatory ac- 
tivities should be specifically exempted from the Act. 

6) Nationwide access for insurance regulators to the national criminal his- 

tory database (NCIC) for regulatory purposes; and use of IRIN/NAIC to 
access the database so that insurance companies can obtain criminal 
histories in order to meet their responsibilities under the Insurance 
Fraud Prevention Act. 

State licensing, fraud, and enforcement staff have long sought access to the crimi- 
nal history databases maintained by the FBI (usually referred to as NCIC access). 
The Department of Justice supplies criminal history information to the American 
Bankers Association so banks can run checks on employees, and also supplies the 
information to the securities and commodities trading industries. However, the Jus- 
tice Department has not been willing to extend such authority to state insurance 
regulators, despite years of discussions. 

Only a few states are currently able to access NCIC. In the remainder, enforce- 
ment personnel have no practical way to check the possible criminal background of 
an individual, even when they suspect a serious violation of law. 

Under the Federal Insurance Fraud Prevention Act (18 USC 1033), a person with 
a felony conviction involving dishonesty or breach of trust is barred from the busi- 
ness of insurance unless they have a specific exemption from a state insurance regu- 
lator. Insurance companies also have a duty not to employ convicted felons, but 
there is no reasonable means for them to check the criminal records of job appli- 
cants and employees. 

Statistics from the few states which are able to run criminal history checks show 
that between 10 and 15 percent of agent applicants conceal criminal convictions on 
their applications. Giving authority to the NAIC to obtain criminal records checks 
would provide a mechanism for regulators and insurance companies to comply with 
their legal obligations. The industry generally, as well as the IRIN Board, support 
this goal. 

7) Immunity for IRIN/NAIC in database related activities. 

The major regulatory databases for insurance, including the financial solvency 
database, the disciplinary actions listings (RIRS), the Special Activities Database, 
and the Complaint Data System, are all maintained by the NAIC. Key licensing 
data is supplied by the states to the producer database, which is part of IRIN. 

Although NAIC and IRIN act on behalf of State governmental entities, they have 
no direct tort immunity from suit. This exposes IRIN and NAIC to potential legal 
actions. A number of states do grant immunity to the NAIC, but this does not cover 
all potential suits; a plaintiff could simply file in a different state. Federal immunity 
would help protect NAIC assets, and permit NAIC and IRIN funds to be spent for 
their intended purposes, not on lawsuits. Immunity would extend to the NAIC as 
an entity, as well as its members, officers, and employees. 
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8) Confidentiality protections for confidential regulatory communications 

with Federal agencies. 

Federal law should clearly state that confidential information can be exchanged 
between state insurance regulators and Federal agencies. Such protections may also 
extend to communications with international regulators. 

9) Measures to facilitate regulatory database uses, including digital signa- 

ture and acceptance of credit cards or other electronic funds transfers. 

Implementation of efficient electronic processing faces many hurdles, including 
various state requirements on how payments can be made, and what form of signa- 
tures will be accepted. Many of these requirements are in state laws or regulations 
outside the control of the insurance departments. 

In some states, for example, no payments via credit cards can be made. Some re- 
quire pa3Tnent with each transaction, even if there are multiple transactions per 
day with one entity. Other states will bill periodically. Technology exists to use both 
electronic funds transfers and digital signatures, which would make many trans- 
actions more feasible and cost-effective. 

10) Immunity for insurance companies that report agent terminations for 
cause, to ensure that more complete data is reported. 

Insurers have long sought this immunity, and regulators support the idea because 
it means earlier identification of problem agents. Companies simply will not report 
terminations for cause without strong immunity, because an agent may sue them 
for defamation. There could be a process where agents reported by insurers are noti- 
fied, so that they could contest a company’s claim for database purposes. 

Consumer Complaints and Inquiries by State in the United States 


State 

1994 

Consumer 

Complaints 

1994 

Consumer 

Inquiries 

1995 

Consumer 

Complaints 

1995 

Consumer 

Inquiries 

1996 

Consumer 

Complaints 

1996 

Consumer 

Inquiries 

1997 

Consumer 

Complaints 

1997 

Consumer 

Inquiries 

Alabama 

2,129 

569 

542 

1,522 

328 

3,804 

193 

2,784 

Alaska 

546 

24 

634 

3 

555 

3,600 

559 

202 

American Samoa 

N/A 

N/A 

N/A 

N/A 

N/A 

N/A 

N/A 

N/A 

Arizona 

6,608 

77,711 

7,757 

90,767 

7,076 

97,215 

6,034 

101,559 

Arkansas 

3,428 

16,389 

3,081 

16,937 

3,552 

31,851 

2,981 

27,759 

California 

43,672 

623,181 

34,480 

574,435 

30,716 

550,394 

28,269 

453,764 

Colorado 

7,715 

560 

7,409 

846 

7,626 

55,077 

8,041 

51,678 

Connecticut 

6,405 

77,000 

5,905 

78,600 

6,519 

79,220 

10,311 

41,000 

Delaware 

7,490 

10,158 

6,326 

10,398 

6,798 

8,925 

6,985 

9,260 

DIst. ot Columbia ... 

22,650 

10,216 

837 

0 

908 

1,300 

856 

1,769 

Florida 

41,505 

482,273 

42,480 

475,731 

45,255 

398,777 

42,340 

318,620 

Georgia 

36,194 

105,071 

18,335 

67,894 

15,448 

79,373 

12,290 

77,396 

Guam 

41 

220 

50 

250 

N/A 

N/A 

N/A 

N/A 

Hawaii 

1,100 

10,400 

1,200 

10,400 

1,900 

10,700 

1,950 

10,800 

Idaho 

1,468 

14,320 

1,290 

12,913 

1,303 

12,650 

1,507 

16,722 

Illinois 

12,597 

70,000 

11,587 

70,000 

13,081 

70,000 

14,081 

70,000 

Indiana 

4,491 

53,028 

4,108 

84,911 

4,987 

94,871 

5,278 

106,265 

Iowa . 

2,999 

23,342 

2,812 

23,378 

2,569 

23,608 

2,525 

22,171 

Kansas 

5,063 

6,068 

5,336 

4,158 

5,319 

1,354 

5,781 

1,477 

Kentucky 

5,686 

N/A 

5,399 

N/A 

6,685 

N/A 

6,756 

N/A 

Louisiana 

3,271 

1,071 

2,898 

2,084 

3,081 

2,278 

4,099 

2,796 

Maine 

1,673 

N/A 

1,639 

N/A 

1,483 

11,460 

1,333 

14,553 

Maryland 

18,929 

245 

12,556 

156 

19,172 

N/A 

18,461 

2,083 

Massachusetts 

4,491 

1,388 

3,806 

67,512 

3,686 

77,429 

3,375 

63,784 

Michigan 

4,843 

255 

4,347 

1,209 

5,185 

1,333 

4,993 

1,075 

Minnesota 

5,910 

68,384 

4,934 

43,965 

4,543 

38,363 

3,792 

43,647 

Mississippi 

7,000 

10,000 

7,000 

10,000 

7,000 

10,000 

7,000 

10,000 

Missouri 

5,003 

58,738 

4,556 

57,748 

4,623 

70,591 

4,735 

78,102 

Montana 

1,521 

741 

1,527 

801 

1,574 

818 

1,927 

968 

Nebraska 

3,293 

N/A 

3,136 

N/A 

2,823 

N/A 

2,733 

N/A 

Nevada 

1,765 

60,634 

1,608 

47,787 

1,817 

44,033 

2,377 

60,125 

New Hampshire 

1,208 

12,583 

1,186 

16,075 

1,833 

20,529 

1,418 

19,597 

New Jersey 

12,972 

1,711 

11,775 

1,800 

14,078 

2,088 

14,012 

1,976 

New Mexico 

1,700 

2,150 

1,470 

2,500 

1,603 

7,830 

1,700 

8,000 

New York 

42,211 

565,584 

44,883 

600,000 

41,520 

600,000 

45,824 

600,000 

North Carolina 

9,669 

113,339 

8,400 

98,419 

9,468 

112,948 

10,100 

132,286 

North Dakota 

667 

9,969 

643 

9,485 

701 

11,691 

795 

13,476 
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Consumer Complaints and Inquiries by State in the United States — Continued 


State 

1994 

Consumer 

Complaints 

1994 

Consumer 

Inquiries 

1995 

Consumer 

Complaints 

1995 

Consumer 

Inquiries 

1996 

Consumer 

Complaints 

1996 

Consumer 

Inquiries 

1997 

Consumer 

Complaints 

1997 

Consumer 

Inquiries 

Ohio 

7,079 

467 

6,907 

440 

7,172 

568 

8,105 

356 

Oklahoma 

5,806 

N/A 

5,874 

55,105 

6,371 

61,051 

6,236 

59,667 

Oregon 

4,791 

29,853 

4,458 

28,977 

4,803 

32,836 

4,748 

27,706 

Pennsylvania 

24,463 

74,000 

24,509 

260,000 

22,048 

275,491 

21,305 

178,695 

Puerto Rico 

717 

N/A 

N/A 

N/A 

N/A 

N/A 

N/A 

N/A 

Rhode Island 

959 

N/A 

939 

N/A 

794 

N/A 

806 

N/A 

South Carolina 

3,312 

58,540 

3,002 

47,445 

3,943 

47,258 

4,093 

51,560 

South Dakota 

1,275 

2,631 

1,218 

2,327 

1,429 

2,740 

1,438 

4,707 

Tennessee 

3,382 

141 

3,063 

25,612 

4,020 

29,624 

4,013 

33,077 

Texas 

26,846 

290,804 

18,125 

300,092 

17,625 

298,754 

24,958 

348,709 

U.S. Virgin Islands .. 

58 

22 

300 

425 

425 

615 

N/A 

N/A 

Utah 

930 

30,439 

853 

29,995 

952 

33,283 

1,056 

36,267 

Vermont 

893 

360 

854 

281 

900 

300 

840 

1,652 

Virginia 

8,460 

N/A 

8,260 

N/A 

8,350 

N/A 

8,227 

N/A 

Washington 

7,334 

97,052 

6,826 

123,000 

8,620 

124,545 

7,923 

114,299 

West Virginia 

2,338 

47,781 

2,651 

41,283 

3,135 

51,128 

2,695 

44,106 

Wisconsin 

9,188 

56,144 

8,381 

45,000 

9,135 

44,046 

9,169 

44,528 

Wyoming 

823 

N/A 

613 

5,200 

475 

5,276 

524 

3,456 

Totals 

446,567 

3,175,556 

372,765 

3,447,866 

385,012 

3,541,625 

391,547 

3,314,479 


Total Complaints 1994-1997 1,595,891 

Total Inquiries 1994-1997 13,479,526 


Total Complaints 1994-1997 1,595,891 

Total Inquiries 1994-1997 13,479,526 


Mr. Oxley. We now turn to our distinguished Chairman of the 
Securities and Exchange Commission, Arthur Levitt. Welcome. 

STATEMENT OF HON. ARTHUR LEVITT 

Mr. Levitt. Chairman Oxley, Congressman Towns, members of 
the subcommittee, I appreciate the opportunity to testify today re- 
garding H.R. 10. Let me begin, Mr. Chairman, by saying that I look 
forward to continuing to work closely with you and the rest of the 
subcommittee to ensure that any financial modernization bill is in 
the best interests of the Nation’s investors and protects the integ- 
rity of our dynamic securities markets. 

The Commission has long supported the goal of modernizing the 
laws that govern our financial services industry. For this reason, 
the SEC worked closely during the last Congress with the com- 
mittee to help craft legislation that would modernize the legal 
structure for financial services, while at the same time preserving 
principles that are fundamental to oversight — effective oversight — 
of U.S. securities markets. 

After very difficult and trying negotiations, and compromise on 
all sides, the Commission was able to lend some support to the 
version of H.R. 10 that was passed by the full House in May 1998. 
Although the House-passed version was not perfect from our per- 
spective, it did appear to recognize the fundamental importance of 
investor protection as banks and securities firms move toward 
greater closer affiliations. 

However, subsequent negotiations substantially diluted the secu- 
rities provisions contained within H.R. 10 and eroded the basic 
principles that the Commission believes are absolutely critical to 
maintaining securities markets that are strong, vibrant, and 
healthy. Accordingly, the Commission strongly opposes the version 
of H.R. 10 that is now before you. I would note for the record that 
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we similarly oppose Senate Bill 900 which is currently being con- 
sidered. 

H.R. 10 as it stands now simply contains too many loopholes. 
While everyone is talking about preserving so-called functional reg- 
ulation, functional regulation is made a mockery of by this pro- 
posal. Too many products are exempted from securities regulation. 
The scope of these loopholes, which are ambiguously drafted, cre- 
ates even greater problems and uncertainties in the future. 

For example, under H.R. 10, two investors, one in a bank and 
one in a brokerage firm, could buy the exact same security but re- 
ceive two very different levels of protection. The bank investor 
would not be protected by the SEC’s failure to supervise doctrine, 
securities licensing procedures; securities arbitration remedies; 
and, perhaps most importantly, the Commission’s extremely effec- 
tive enforcement program. The brokerage industry would. The bro- 
kerage investor would. 

The bank investor might or might not be able to make claims 
against the bank for unsuitable investments. The brokerage inves- 
tor would. The bank investor would probably not even know this 
state of affairs existed. At best, this is inconsistent. At worse, and 
I think a lot more likely, this is down right dangerous. 

By repealing Glass-Steagell, while largely maintaining the bank’s 
exemptions from Federal securities laws, H.R. 10 would expand the 
flawed system of bifurcated regulation that currently exists. The 
bank exemptions were in part premised on the very existence of 
the safeguards that Glass-Steagell had erected between commercial 
and investment banking. We should not contemplate removing that 
separation of activity without also removing outdated exceptions. 

I have believed for a long, long time that if banks were to gain 
full access to the securities industry, they must also be prepared 
to assume the great responsibilities that come with that privilege. 
Working within a regulatory framework painstakingly developed 
over 65 years, the securities industry and the SEC have instilled 
nothing less than a culture, a culture that places the interests of 
investors above all others. 

Banking regulation is not and cannot be a substitute for sound 
securities regulation. I don’t have to tell you that our markets con- 
tinue to be the envy of the world. We have moved from a Nation 
of savers to a Nation of investors. American families today put 
more of their savings in mutual funds than in insured bank ac- 
counts. 

It is crucial to ensure that we have a framework that maintains 
the strength, discipline, and vitality of our securities markets. That 
framework must allow the Commission, as the Nation’s primary se- 
curities regulator, to continue to fulfill its mission to protect inves- 
tors and to safeguard our market’s integrity. 

The purpose of my testimony is not really to comment on each 
and every one of the provisions of H.R. 10. I probably couldn’t do 
that if I wanted to. Our written testimony contains much greater 
detail regarding those parts of the bill that the Commission finds 
most troublesome. However, overall, the Commission has come to 
the conclusion that H.R. 10 runs the risk of dramatically under- 
mining investor protection as well as the integrity of our capital 
markets. 
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I believe that America’s investors deserve a single high standard 
of protection. The current version of H.R. 10, however, simply fails 
to meet that critical standard. In addition, I share the financial 
services industry’s call for a need to rationalize a system that tends 
to favor banking entities over brokerages. Again, I believe this bill 
fails to meet that basic threshold of fairness. 

There are more investors in our markets today than ever before. 
Every day they choose from an increasingly wider array of both 
products and providers, but they should not have to give up basic 
safeguards in the process. 

I urge the subcommittee to work toward a regulatory framework 
that really fits today’s marketplace without compromising our Na- 
tion’s historic commitment to protecting investors and preserving 
market integrity. The Commission would look forward to working 
closely with the Commerce Committee to help craft legislation that 
would bring about these important goals. Thank you. 

[The prepared statement of Arthur Levitt follows:] 

Prepared Statement of Hon. Arthur Levitt, Chairman, Securities and 
Exchange Commission 

Chairman Oxley, Congressman Towns, and Members of the Subcommittee: I ap- 
preciate the opportunity to testify on behalf of the Securities and Exchange Commis- 
sion (“SEC” or “Commission”) regarding H.R. 10. I am pleased to appear before this 
Subcommittee again to present the Commission’s views on the important issue of 
modernizing the nation’s financial services industries. We look forward to working 
closely again with this Subcommittee and with the full Commerce Committee to en- 
sure that the best interests of the nation’s investors and the integrity of our securi- 
ties markets are protected. 


I. OVERVIEW 

The Commission has long supported the primary goal of H.R. 10 — modernizing 
the legal framework governing financial services. 

For this reason, the Commission and its staff worked closely during the last Con- 
gress with the Commerce Committee to help craft legislation that would modernize 
the legal structure for financial services while at the same time preserving prin- 
ciples that are fundamental to effective oversight of the U.S. securities markets. Our 
securities markets today are strong, vibrant, and healthy. They are relied on by 
both individual investors, who are increasingly putting their savings in stocks, 
bonds, and mutual funds,* and by American businesses that need to raise capital.^ 
The success of our securities markets is based on the high level of public confidence 
inspired by a strong system of investor protection, and on the entrepreneurial and 
innovative efforts of securities firms. As the nation’s primary securities regulator, 
it is critical that the Commission be able to continue to fulfill its mandate of inves- 
tor protection and to safeguard the integrity, fairness, transparency, and liquidity 
of U.S. securities markets. 

Although the Commission had reservations, it supported the version of H.R. 10 
that was passed by the full House of Representatives in May 1998. However, I must 
firmly state that subsequent negotiations substantially eroded the basic principles 
that the Commission believes are critical to maintaining securities markets that are 
strong, vibrant, and healthy. This critical erosion of basic principles is continued in 
the version of H.R. 10 now before you. The Commission, therefore, is strongly op- 
posed to the version of H.R. 10 that the House Banking Committee reported and 
that the Commerce Committee is now considering. 

As the Commission has testified before, its support of a financial modernization 
bill was contingent on maintaining the “delicate balance inherent in [the House- 


*As of December 1998, mutual fund assets totaled $5.5 trillion. Investment Company Insti- 
tute, Trends in Mutual Fund Investing: December 1998 (Jan. 28, 1999). 

2 In 1998, businesses raised a record $1.8 trillion from investors, $1.31 trillion in 1997, and 
$967 billion in 1996. (These figures include firm commitment public offerings and private place- 
ments and do not include best efforts underwritings.) Securities Data Corporation. 



123 


passed version of] H.R. 10.”^ Unfortunately, the version of H.R. 10 currently before 
the Commerce Committee no longer represents that balance. H.R. 10 now creates 
too many loopholes in securities regulation — too many products are carved out, and 
too many activities are exempted. These loopholes would prevent the Commission 
from effectively monitoring and protecting U.S. markets and investors. Moreover, 
the scope of those loopholes, which are ambiguously drafted, may create even great- 
er problems and uncertainties in the future. The Commission cannot ensure the in- 
tegrity of U.S. markets if it is only able to supervise a portion of the participants 
in those markets. Neither can it ensure fair and orderly markets if market partici- 
pants operate by different sets of rules and investors receive different levels of pro- 
tection. 

Although the Commission has a long list of concerns with the bill in its current 
form, we would like to limit ourselves at this times to pointing out a number of pro- 
visions contained in the House Banking Committee bill that are particularly trou- 
blesome for the Commission. These sections would severely impact the ability of the 
Commission to protect investors and the integrity of our markets. As discussed more 
fully in the Appendix to this testimony, the Commission is particularly concerned 
about issues that arise under the following sections of the bill: 

• New I Hybrid Products — The current provision would permit any bank to auto- 

matically stay Commission action (potentially for years) if the Commission de- 
termined, through rulemaking, that a new product was a security and war- 
ranted the protections of securities regulation. 

• Derivatives — The current provision exempting “any swap agreement” is so broadly 

drafted that it could include nearly all securities activities, including securities- 
based derivatives. It would also permit sales to any type of investor, regardless 
of the investor’s financial sophistication, without securities sales practice regu- 
lation. 

• Trust Activities — While the Commission recognizes the importance of traditional 

bank trust activities, the current provision is so broadly drafted that bank trust 
departments could take a “salesman’s stake” in securities transactions without 
complying with basic securities law protections. 

• Private Placements — The original private placement exception was designed for 

small banks without broker-dealer affiliates that conduct limited securities busi- 
ness. The current provision, however, would allow all but the very largest banks 
to conduct this business — which is a very significant portion of the securities 
market — outside of the Exchange Act regulatory scheme. 

Perhaps it would be useful at this time to step back and outline the broader 
points the Commission feels should be addressed by any financial modernization 
bill. It is crucial that there be consistent regulation of securities activities engaged 
in by all types of entities. The Commission must retain supervisory and regulatory 
authority over the U.S. securities markets and continue to determine how securities 
activities are defined. Our markets are vibrant because they are fair, and because 
investors rely on the protections that are offered them under federal securities laws. 

With that goal in mind, the Commission would like to work with the Commerce 
Committee and the Congress to include the following critical safeguards in any fi- 
nancial modernization legislation: 

• Maintain aggressive SEC policing and oversight of all securities activities; 

• Safeguard customers and markets by enabling the SEC to set net capital rules 

for all securities businesses; 

• Protect investors by applying the SEC sales practice rules to all securities activi- 

ties; 

• Protect mutual fund investors with uniform adviser regulations and conflict-of-in- 

terest rules; and 

• Enhance global competitiveness through broker-dealer holding companies. 

These objectives are not novel; they have been central themes to all of the Com- 
mission’s testimony to date. The Commission is eager to work with the Congress 
and the Commerce Committee to again achieve an appropriate balance in H.R. 10, 
without compromising these important principles. 

II. BACKGROUND ON THE SECURITIES ACTIVITIES OF THE BANKING INDUSTRY 

Before discussing the Commission’s objectives in detail, I would like to summarize 
the key points that the Commission has consistently raised in considering Glass- 
Steagall reform. 


3 Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, Con- 
cerning H.R. 10, the “Financial Services Act of 1998,” Before the Senate Comm, on Banking, 
Housing, and Urban Affairs (June 25, 1998), at 2. 
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The Commission has been the nation’s primary securities regulator for 65 years. 
As such, it is the most experienced and best equipped to regulate securities activi- 
ties, regardless of who conducts those activities. The Commission’s statutory man- 
date focuses on investor protection, the maintenance of fair and orderly markets, 
and full disclosure. Moreover, securities regulation encourages innovation on the 
part of securities firms, subject to securities capital requirements that are tailored 
to support risk-taking activities. Significantly, securities regulation — unlike banking 
regulation — does not protect broker-dealers from failure. It relies on market dis- 
cipline, rather than a federal safety net, with an additional capital cushion and cus- 
tomer segregation requirements to insulate customers and the markets from the 
losses of broker-dealer firms. Moreover, protection of customer funds has been fur- 
ther assured by the Securities Investor Protection Corporation (“SIPC”)."* 

The Commerce Committee is well aware of the many securities activities in which 
the banking industry now engages. While these market developments have provided 
banks with greater flexibility and new areas for innovation, they have also left U.S. 
markets and investors potentially at risk. Because banks continue to have a blanket 
exemption from most federal securities laws, their securities activities have been 
governed in a hodge-podge manner by banking statutes and regulations that have 
not kept pace with market practices or needs for investor protection. As you know, 
banking regulation properly focuses on preserving the safety and soundness of bank- 
ing institutions and their deposits, and preventing the failure of banks. But, because 
market integrity and investor protection are not principal concerns of banking regu- 
lation, the Commission believes that banking regulation is not an adequate sub- 
stitute for securities regulation. 

In order for banks to be fully liberated from the outdated Glass-Steagall Act re- 
strictions on their ability to conduct securities activities, banks must be willing to 
take on the responsibility for full compliance with U.S. securities laws, with which 
all other securities market participants must comply. In terms of sound public pol- 
icy, Congress should impose such full responsibility on banks. 

III. COMMISSION OBJECTIVES FOR FINANCIAL MODERNIZATION 

I will now turn to a more detailed discussion of the fundamental securities prin- 
ciples that the Commission believes are necessary elements of a truly effective fi- 
nancial modernization bill. 

A. Aggressive SEC Policing and Oversight of All Securities Activities 

Public confidence in our securities markets hinges on their integrity. As the Su- 
preme Court recently stated: “an animating purpose of the Exchange Act . . . [is] to 
insure honest securities markets and thereby promote investor confidence.”^ The 
Commission has an active enforcement division, whose first priority is to investigate 
and prosecute securities fraud. The banking regulators, on the other hand, are re- 
quired to focus their efforts on protecting the safety and soundness of banks, not 
considering the interests of defrauded investors. As a former Commission Chairman 
said in recent Congressional testimony, detecting securities fraud is a full-time job, 
and it is a far cry from formulating monetary policy.^ 

To continue its effective policing and oversight of the markets, the Commission 
must be able to monitor all securities activities through regular examinations and 
inspections, which includes access to all books and records involving securities ac- 
tivities. This is currently not the case. For example, during recent examinations of 
bank mutual funds. Commission examiners have had difficulty gaining access to key 
documents concerning the securities advisory activities of banks.'' The Commission 


4SIPC is a non-profit membership corporation created by the Securities Investor Protection 
Act of 1970. SIPC membership is required of nearly all registered broker-dealers, and SIPC is 
funded by annual assessments on its members. If a broker-dealer were to fail and have insuffi- 
cient assets to satisfy the claims of its customers, SIPC funds would be used to pay the broker- 
dealer’s customers (up to $100,000 in cash, and $500,000 in total claims, per customer). 

5 United States v. O’Hagan, 521 U.S. 642, 117 S.Ct. 2199, 2210 (1997). 

^See Testimony of Richard C. Breeden, President, Richard C. Breeden & Co., Before the 
Subcomm. on Finance and Hazardous Materials, House Comm, on Commerce (May 14, 1997). 

’’The Commission and the federal bank regulatory agencies have worked to enhance coordina- 
tion of their examination and inspection programs. See Testimony of Lori Richards, Director, 
Office of Compliance Inspections and Examinations, U.S. Securities and Exchange Commission, 
Concerning the Securities and Exchange Commission’s Examination Oversight of Securities 
Firms Affiliated with Banks, Before the Subcomm. on Financial Institutions and Consumer 
Credit, House Comm, on Banking and Financial Services (Oct. 8, 1997). Despite these initia- 
tives, however, the Commission continues to have difficulty obtaining access to all appropriate 
books and records. 
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cannot vigorously protect the integrity of U.S. markets and adequately protect in- 
vestors with one hand tied behind its back. 

B. SEC Financial Responsibility Rules for All Securities Businesses 

Securities positions can be highly volatile. The Commission’s capital requirements 
recognize this fact and are, with respect to protection from market risk, more rig- 
orous than those imposed by bank regulators. Market exposures and volatility are 
risks that the net capital rule was designed to address, unlike bank capital require- 
ments, which focus more on credit exposure. Thus, the Commission’s net capital rule 
better protects the liquidity of any entity engaging in often volatile securities trans- 
actions. 

In addition to promoting firm liquidity, the Commission’s net capital rule is a crit- 
ical tool to protect investors and securities markets because the Commission also 
uses the net capital rule to address abusive or problematic practices in the market. 
For example, with respect to penny stock market makers, the Commission can limit 
their activity by raising capital requirements for market-making activities. In addi- 
tion, the Commission can expand on the margin rules with respect to particularly 
risky stocks by increasing capital charges. Finally, the net capital rule’s 100-percent 
capital charge for illiquid securities serves to constrain the market for securities 
that have no liquidity or transparency. Without the ability to uniformly apply its 
net capital rule, the Commission’s ability to oversee and influence U.S. securities 
markets is severely inhibited. 

In addition to detailed net capital requirements that require broker-dealers to set 
aside additional capital for their securities positions, the Commission’s customer 
segregation rule prohibits the commingling of customer assets with firm assets. 
Thus, customer funds and securities are segregated from firm assets and are well- 
insulated from any potential losses that may occur due to a broker-dealer’s propri- 
etary activities. Furthermore, federal securities law, unlike federal banking law, re- 
quires intermediaries to maintain a detailed stock record that tracks the location 
and status of any securities held on behalf of customers. For example, broker-deal- 
ers must “close for inventory” every quarter and count and verify the location of all 
securities positions. Because banks are not subject to such explicit requirements, the 
interests of customers in their securities positions may not be fully protected. 

Because the Commission’s financial responsibility requirements are so effective at 
insulating customers from the risk-taking activities of broker-dealers, the back-up 
protection provided by SIPC is seldomly used. Although there have been broker- 
dealer failures, there have been no significant draws on SIPC, and there have been 
no draws on public funds. In fact, because of the few number of draws on SIPC 
funds, SIPC has been able to satisfy the claims of broker-dealer customers solely 
from its interest earnings and has never had to use its member firm assessments 
to protect customers. This is in sharp contrast to the many, often extensive, draws 
on the bank insurance funds to protect depositors in failed banks. 

We must continue to protect our markets from systemic risk by ensuring that 
there is enough capital to support the market risk that is inherent in securities 
transactions. In addition, we must ensure that customer funds and securities are 
fully protected by enforceable requirements to segregate customer assets from firm 
assets. To satisfy its quest for effective financial modernization. Congress should 
permit the Commission to set financial responsibility requirements for all securities 
activities, in order to better protect investors and U.S. markets. 

C. SEC Sales Practice Rules Applied to All Securities Activities 

All investors deserve the same protections regardless of where they choose to pur- 
chase their securities. Unfortunately, gaps in the current bifurcated regulatory 
scheme leave investors at risk. For example, broker-dealers are subject to a number 
of key enforceable requirements to which banks are not, including requirements to: 

• recommend only suitable investments; 

• arbitrate disputes with customers; 

• ensure that only fully licensed and qualified personnel sell securities to customers; 

• disclose to investors, through the NASD, the disciplinary history of employees; 

and 

• adequately supervise all employees.* 


*The federal bank regulatory agencies have issued guidelines that address some bank sales 
practice issues. See Board of Governors of the Federal Reserve System, Federal Deposit Insur- 
ance Corporation, Office of the Comptroller of the Currency, and Office of Thrift Supervision, 
“Interagency Statement on Retail Sales of Nondeposit Investment Products” (Feb. 15, 1994). 
These guidelines are advisory and therefore not legally binding, and they may not he legally 
enforceable by bank regulators. 
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Investors are generally not aware of these gaps in regulation and the risks that 
such gaps create. 

In addition, federal banking statutes do not provide customers a private right of 
action for meritorious claims, and banking regulators do not routinely fully disclose 
the details of any and all enforcement and disciplinary actions against banks to put 
customers on alert. Although some customer protections have been suggested by the 
bank regulators, they are less comprehensive than the federal securities laws and 
serve to perpetuate the disparities between the bank and securities regulatory 
schemes.^ 

Some have suggested a system of parallel securities regulation by the banking 
regulators. However, the Commission notes that the 12(i) model for regulation of 
bank issuer reporting has not achieved the objectives of the federal securities laws 
and, in fact, the Treasury Department’s 1997 financial modernization proposal sug- 
gested eliminating section 12(i). Under section 12(i) of the Securities Exchange 
Act,'° banking regulators are required to adopt rules “substantially similar” to the 
Commission’s rules within 60 days after the Commission’s publication of its final 
rules. Notably, one commentator has stated that “final action by the [banking] regu- 
lators in promulgating ‘substantially similar’ 1934 Act rules has been delayed in 
some cases over five years after pertinent SEC amendments have been issued.”" 
In addition, the 12(i) model perpetuates a complex scheme of disparate rules offer- 
ing different protections for investors and markets and different levels of enforce- 
ment efforts. 

I would like to briefly discuss two recent Commission enforcement actions that 
highlight the need for more universal application of strict sales practices rules to 
all entities engaged in securities activities. 

In the first case, the Commission is alleging that the portfolio manager of two 
money market mutual funds sponsored by a bank (i) caused the funds to purchase 
volatile derivative instruments, (ii) fraudulently transferred the derivatives at in- 
flated values between the mutual funds to some of the bank’s various trust accounts 
to cover up the mutual funds’ losses, and (hi) ultimately caused the funds to “break 
the buck.” The Commission investigated and has initiated enforcement action 
against the mutual funds’ portfolio manager. However, because of the current 
bank exemptions from federal securities law, the Commission was unable to bring 
charges against the bank or its personnel for failing to adequately supervise the 
fund manager. Under these facts, the Commission ordinarily would have brought 
charges against any of its regulated entities for similar misconduct, and the Com- 
mission considers its ability to bring “failure to supervise” claims to be critical to 
investor protection. Securities fraud of this type — where transactions occur both in 
mutual funds and in bank trust accounts — illustrates the need for securities regu- 
lators to have access to books and records involving all securities activities con- 
ducted by banks. 

In the second case, employees of a bank and its broker-dealer subsidiary blurred 
the distinction between the two entities and their respective products during sales 
presentations to customers and in marketing materials.'^ In addition, the broker- 
dealer’s employees mischaracterized certain products as conservative investments 
when, in fact, they were highly leveraged funds that invested in interest-rate-sen- 
sitive derivatives. These actions resulted in customers, many of whom were elderly 
and thought they were purchasing investments in stable government bond funds, 
making unsuitable purchases of high-risk funds. The case is also evidence of how 
difficult it is to protect investors when securities regulation is split between exempt- 
ed banks and their related securities firms. When there are multiple regulators with 
different goals, the regulatory environment can be easily muddled, leaving investors 
at risk. 

The Commission believes that the protections provided by the high, uniform 
standard of the federal securities laws should benefit all investors purchasing secu- 
rities. 


^H.R. 10 does contain a provision (section 204) that requires each hanking agency to adopt 
sales practice rules. These rules would not be as extensive as securities sales practice rules, and 
in some cases may vary from Commission rules. Moreover, section 204 states that the banking 
agency rules could apply to registered broker-dealer subsidiaries or affiliates of banks, which 
would create regulatory overlap and confusion. The Commission strongly objects to this ap- 
proach. 

10 15 U.S.C. 781(i). 

u Michael P. Malloy, The 12(i)’ed Monster: Administration of the Securities Exchange Act of 
1934 by the Federal Bank Regulatory Agencies, 19 Hofstra L. Rev. 269, 285 (1990). 

"See In the Matter of Michael P. Traha, File No. 3-9788, Release No. 33-7617 (Dec. 10, 1998). 

^^In the Matter of NationsSecurities and NationsBank, N.A., Release No. 33-7532 (May 4, 
1998). 
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D. Uniform Mutual Fund Adviser Regulation and Conflict-of-interest Rules 

Mutual fund investors should always receive the protection of the federal securi- 
ties laws. Accordingly, all parties that provide investment advice to mutual funds 
should be subject to the same oversight, including Commission inspections and ex- 
aminations. In addition, any type of entity that is affiliated with a mutual fund 
should be subject to the strict conflict-of-interest provisions of the federal securities 
laws. For these reasons, the Commission supports provisions that would address the 
increasing involvement of banks in the mutual fund business and reduce potential 
conflicts of interest. Fortunately, the House Banking Committee version of H.R. 10 
contains the same important mutual fund provisions that we supported in the 
House-passed version of H.R. 10. 

Banks that act as investment advisers currently enjoy an exemption from the reg- 
istration and other requirements of the Investment Advisers Act of 1940. As a re- 
sult, bank investment advisers are not subject to the substantive requirements ap- 
plicable to registered investment advisers, including: (i) regulation of advertising, 
solicitation, and receipt of performance fees; (ii) establishing procedures to prevent 
misuse of non-public information; (iii) books and records and employee supervision 
requirements; (iv) the general anti-fraud provisions; and (v) statutory disqualifica- 
tion from performing certain services for a mutual fund if the adviser violates the 
law. All but (v), which came to our attention in a recent matter, are already in- 
cluded in the bill before the Commerce Committee. 

In addition, as banks increasingly advise mutual funds, the Commission grows 
more concerned that its examiners do not have ready access to information regard- 
ing bank advisory activities that could affect bank-advised mutual funds. Such ac- 
cess is necessary in order to detect front-running, abusive trading by portfolio man- 
agers, and conflicts of interest (involving, for example, soft-dollar arrangements, al- 
location of orders, and personal securities transactions by fund managers). As part 
of its review for conflicts of interest with respect to a bank mutual fund adviser’s 
activities. Commission examiners must be able to compare trading activity in a mu- 
tual fund portfolio to that in the bank’s trust accounts. As discussed above, the 
Commission has had difficulty obtaining full access to all relevant information when 
reviewing the securities activities of banks that advise mutual funds. The Commis- 
sion must be able to review records relating to all securities activities relating to 
mutual fund advisers, just as it does for all other non-bank fund advisers. 

The Commission is also concerned about the unique conflicts of interest resulting 
from increased bank involvement in the mutual fund business. Currently, the In- 
vestment Company Act of 1940 places restrictions on certain transactions between 
investment companies and their affiliates. These restrictions were crafted, however, 
at a time when Congress could not have anticipated the dramatic change in the 
scope of bank securities activities. Specifically, the Commission is concerned about 
conflicts of interest that may arise from: 

• bank lending to affiliated mutual funds, possibly on unfavorable terms, to the det- 

riment of fund investors; 

• bank holding company personnel serving on the boards of directors of affiliated 

mutual funds; 

• personnel of an entity that lends to, or distributes shares of, a mutual fund also 

serving on the fund’s board; and 

• bank trust departments that hold shares in an affiliated mutual fund in a trustee 

or fiduciary capacity and that have the power to vote such shares. 

Legislation that targets such conflicts of interest is necessary. Banks that lend to, 
advise, and/or sell mutual funds should be subject to rules governing conflicts of in- 
terest that arise when banks act in multiple capacities. The Commission supports 
the provisions of H.R. 10 that address these conflicts of interest. 

Finally, the Commission advocates adding a new section to H.R. 10 in order to 
protect mutual fund investors from banks that engage in misconduct. Currently, the 
Investment Company Act statutorily disqualifies certain types of entities (such as 
brokers, dealers, advisers, and transfer agents) and employees of such entities (in- 
cluding employees of banks) who have been convicted of a felony or are subject to 
a civil injunction. However, the Investment Company Act does not contain a similar 
statutory disqualification that would apply to a bank (the entity itself, as opposed 
to its employees) that had engaged in wrongdoing. In order to ensure that the pro- 
tections of the Investment Company Act extend to investors in bank-advised mutual 
funds, the statutory disqualification provisions of the Act should be amended to in- 
clude banks. 


^*See note 7 and accompanying text above. 
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E. Broker-Dealer Holding Companies 

In order to expand overseas, U.S. broker-dealer firms generally must demonstrate 
to foreign regulators that they are subject to comprehensive supervision on a world- 
wide basis. Thus, the Commission strongly supports the ability of U.S. broker-deal- 
ers to voluntarily subject their activities to Commission supervision on a holding 
company basis. The Commission’s “umbrella” oversight would be based on a risk- 
supervision model that more appropriately reflects the predominant risk-taking se- 
curities activities of the consolidated entity. Of course, any regulated subsidiaries 
of a broker-dealer holding company would continue to be regulated by the appro- 
priate statute^ regulator. 

The Commission believes that a supervisory framework for holding companies 
substantially engaged in securities activities would permit securities firms the flexi- 
bility to innovate and keep pace with the rapid changes in today’s capital markets. 
This structure would impose risk-based supervision, consistent with the firm’s prin- 
cipal business, and would help protect market integrity by ensuring that there are 
no supervisory gaps. Notably, the Commerce Committee markup of H.R. 10 in Octo- 
ber 1997 also contained a provision allowing for broker-dealer holding companies 
that include a wholesale financial institution (“WFI”) but that are primarily engaged 
in the securities business. The Commission strongly supports these provisions, 
which also enjoy the backing of Chairman Greenspan. 

IV. CONCLUSIONS 

The Commission has testified many times during the past decade in support of 
financial modernization. However, H.R. 10 as currently drafted provides for a lab- 
yrinth of complicated, technical exemptions from federal securities law regulation — 
the loopholes in the regulatory scheme are now larger than the scheme itself; this 
could dramatically undermine market integrity. Furthermore, as a practical matter, 
H.R. lO’s securities exemptions have become so complex that it would be a “compli- 
ance nightmare” for banks to implement and for the Commission to monitor. 

In the debates surrounding this issue, the Commission’s primary concerns have 
been the protection of the integrity of U.S. markets and those who invest in them. 
Unfortunately, H.R. 10 as reported by the Banking Committee would prevent the 
Commission from effectively carr3dng out its statutory mandates, and the Commis- 
sion is therefore strongly opposed to this bill. However, the Commission supports 


In response to a question posed to Alan Greenspan during the April 28, 1999 hearing of 
the House Commerce Subcommittee on Finance and Hazardous Materials on the subject of fi- 
nancial modernization, Chairman Greenspan indicated his support for Commission-supervised 
broker-dealer holding companies. 

^^See, e.g., Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Committee, 
Concerning Financial Modernization Legislation Before the Senate Comm, on Banking, Housing, 
and Urban Affairs (Feb. 24, 1999); Testimony of Harvey J. Goldschmid, General Counsel, U.S. 
Securities and Exchange Commission, Concerning H.R. 10, The “Financial Services Act of 1999” 
Before the House Comm, on Banking and Financial Services (Feb. 12, 1999); Testimony of Ar- 
thur Levitt, Chairman, U.S. Securities and Exchange Commission, Concerning H.R. 10, The “Fi- 
nancial Services Act of 1998,” Before the Senate Comm, on Banking, Housing, and Urban Af- 
fairs (June 25, 1998); Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange 
Commission, Concerning Financial Modernization and H.R. 10, the “Financial Services Competi- 
tion Act of 1997,” Before the Subcomm. on Finance and Hazardous Materials of the House 
Comm, on Commerce (July 17, 1997); Testimony of Arthur Levitt, Chairman, U.S. Securities 
and Exchange Commission, Concerning Financial Modernization, Before House Comm, on Bank- 
ing and Financial Services (May 22, 1997); Testimony of Arthur Levitt, Chairman, U.S. Securi- 
ties and Exchange Commission, Regarding H.R. 1062, the “Financial Services Competitiveness 
Act of 1995,” Before the Subcomm. on Telecommunications and Finance and the Subcomm. on 
Commerce, Trade and Hazardous Materials of the House Comm, on Commerce (June 6, 1995); 
Testimony of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, Concerning 
the “Financial Services Competitiveness Act of 1995” and Related Issues, Before the House 
Comm, on Banking and Financial Services (Mar. 15, 1995); Testimony of Arthur Levitt, Chair- 
man, U.S. Securities and Exchange Commission, Concerning H.R. 3447 and Related Functional 
Regulation Issues, Before the Subcomm. on Telecommunications and Finance of the House 
Comm, on Energy and Commerce (Apr. 14, 1994); Testimony of Richard C. Breeden, Chairman, 
U.S. Securities and Exchange Commission, Concerning Financial Services Modernization, Before 
the Subcomm. on Telecommunications and Finance of the House Comm, on Energy and Com- 
merce (July 11, 1990); Memorandum of the Securities and Exchange Commission (under Chair- 
man David Ruder) to the Subcomm. on Telecommunications and Finance of the House Comm, 
on Energy and Commerce, Concerning Financial Services Deregulation and Repeal of the Glass- 
Steagall Act (Apr. 11, 1988); Testimony of David S. Ruder, Chairman, U.S. Securities and Ex- 
change Commission, Concerning the Structure and Regulation of the Financial Services Indus- 
try, Before the Subcomm. on Telecommunications and Finance of the House Comm, on Energy 
and Commerce (Oct. 5, 1987). 



129 


the effort to advance this process and is eager to continue to work with the Com- 
merce Committee and the Congress on these issues. 

The Commission encourages all involved to step back and look at the securities 
issues arising out of financial modernization and the complexity of the current rigid 
structure. We must not lose sight of basic securities law protections and goals, 
which have served to ensure that the U.S. markets are the fairest, safest, most vi- 
brant, most transparent, and most liquid markets in the world. 

As it has stated in its principles, the Commission believes that it may be time 
to rethink the approach to the functional regulation provisions of financial mod- 
ernization legislation. They have become too complicated and may not be flexible 
enough to deal with developments over time. Rather than an inflexible laundry list 
of complex exceptions and loopholes, the Commission suggests we consider deleting 
many, if not all, of the exceptions and instead adopt exemptive rules in areas of tra- 
ditional bank securities activities, an approach that would pose fewer investor pro- 
tection and market integrity concerns. 

We thank you for offering the Commission the opportunity to appear here today. 

I would be happy to answer questions that you may have. 

APPENDIX 

Commission Concerns with H.R. 10 

This appendix discusses specific provisions in the version of H.R. 10 reported by 
the House Banking Committee that pose some of the most serious threats to the 
Commission’s ability to protect investors and the integrity of our markets. 

A. Broker-Dealer Aetivities 

1. New Produets — The new products provision was originally designed to provide 
a fair process for handling new products sold by banks that might have securities 
elements. Briefly, this process is as follows. With respect to a new product sold by 
a bank, the Commission would be required to conduct a rulemaking in consultation 
with the appropriate banking regulators. Before requiring a bank to move any new 
activities into a separate entity, the Commission would have to formally dem- 
onstrate that the new product is a security and that investor protection concerns 
warrant requiring activities with respect to such new product to be conducted 
through a registered broker-dealer. The rulemaking process is designed to give fair 
notice to the banking industry and opportunity for all interested persons to com- 
ment. 

However, this process has now been expanded to include requirements that are 
unacceptable to the Commission. H.R. 10 now includes a provision that permits any 
bank to obtain an automatic stay of the Commission’s action, if the bank challenges 
the Commission’s determination. The Commission does not object to judicial review 
of its actions, and, in fact, any aggrieved party can currently go to court to seek 
a stay of Commission action if it feels one is warranted. However, the automatic 
stay in H.R. 10 would act to delay Commission enforcement or regulatory action 
against a bank, perhaps for years. This is an unreasonable burden to place on the 
Commission, particularly given the speed with which this industry innovates and 
the fact that the rulemaking process — in lieu of enforcement actions or use of the 
Commission’s interpretive authority — would already delay significantly the Commis- 
sion’s actions. The Commission’s hands should not be tied indefinitely while the ju- 
dicial review process winds its way through the courts. Moreover, as the nation’s 
securities regulator, the Commission is bewildered by a new provision that would 
appear to give bank regulators deference in determining which products are securi- 
ties, and subject to securities regulation. 

2. Derivatives Aetivities — The Commission’s principal concern in this area involves 
derivatives activities where the derivatives are securities or involve delivery of secu- 
rities. Earlier bills have allowed these products to be booked by banks, but required 
the transactions to be conducted only with qualified investors, and effected through 
a registered broker-dealer. This scheme carefully permitted banks to maintain most 
of their derivatives activities “as is” — securities law protections would only apply 
where the derivative product was a security or involved delivery of a security. More- 
over, it recognized investor protection concerns by restricting such derivatives deal- 
ing activities to qualified investors. 

However, the version of H.R. 10 reported by the Banking Committee wreaks 
havoc with this delicate balance. It would exempt “any swap agreement” from the 
broker-dealer registration requirements, even swaps that are securities or that in- 
volve delivery of securities. Swap agreement is defined broadly and, as markets de- 
velop, could include standardized products that are used for price discovery pur- 
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poses in equity and debt markets, all outside the scope of federal securities law. 
This open-ended exemption is unacceptable to the Commission because all securities 
can be recast as derivatives — a callable bond could be viewed as a derivative. 

Because those derivatives that are securities or that involve the delivery of securi- 
ties no longer would need to be sold through a registered broker-dealer, many of 
the protections of federal securities laws would not apply. Thus, the sales practice, 
net capital and other investor and market protection requirements of the federal se- 
curities laws will not govern sales of securities derivatives. In addition, the current 
version of H.R. 10 would eliminate the statutory requirement that securities-based 
derivatives be sold only to qualified investors, thus permitting an expanded class 
of products to be sold to any type of investor, regardless of the level of sophistica- 
tion. 

Finally, the banking regulators, rather than the Commission, would control the 
scope of this exemption for securities-based derivatives. For example, bank regu- 
lators would decide whether investor protection concerns warranted limiting bank 
sales of credit and equity derivatives to sophisticated investors. 

3. Receipt of Brokerage Commissions for Trust and Transfer Agency Activities — 
Banks have traditionally provided trust services. Previous versions of H.R. 10 con- 
tained an exemption tailored to cover traditional trust activities. Specifically, this 
provision covered instances where a bank executed securities transactions in a fidu- 
ciary or trustee capacity through its trust department, or in employee benefit plans, 
dividend reinvestment plans, and issuer plans, but was not compensated on an in- 
centive basis for such activity. In order to protect trust customers from banks hav- 
ing a “salesman’s stake” in their transactions, previous bills did permit banks to 
charge an annual fee, an assets-under-management fee, or an order processing fee, 
but expressly prohibited a bank trust department and transfer agent from charging 
brokerage commissions that exceeded execution costs. 

H.R. 10 has since been rewritten to permit banks, provided they are “primarily” 
compensated by fees other than brokerage commissions, to accept commissions in 
excess of their execution costs. The vague term “primarily” makes this a potentially 
huge loophole. Even though the current version of H.R. 10 attempts to limit poten- 
tial excess by further requiring that additional compensation be “consistent with fi- 
duciary principles,” this is shallow protection. Any protections afforded to investors 
under fiduciary law will vary by state. In addition, fiduciary law may permit inves- 
tor protections to be lessened, if not eliminated entirely, by contractual provisions. 
Significantly, we understand that banks also have been effective recently in lob- 
b3dng state legislatures to statutorily releix some state fiduciary law requirements. 

It is not enough to say that banks are “fiduciaries.” Broker-dealers are also “fidu- 
ciaries;” nonetheless. Congress has determined that the protections of federal securi- 
ties laws are necessary and integral to provide customers with full investor protec- 
tion. Under the current version of H.R. 10, a bank and its personnel could have eco- 
nomic incentives — a so-called “salesman’s stake” — in a customer account, without 
being subject to the strict suitability, best execution, sales practices, supervision, 
and accountability requirements that are imposed by the federal securities laws. As 
the Commission has stated, consistent regulation of securities activities is impera- 
tive in order for the nation’s investors to be fully protected. 

Moreover, investor protections with respect to bank activities in certain stock pur- 
chase plans were even further eroded under the current version of H.R. 10. The bill 
would delete the prohibition on a bank accepting brokerage commissions that exceed 
its execution costs, without even a requirement that any brokerage commissions 
that the bank receives be “consistent with fiduciary principles.” In fact, transfer 
agents involved in sales of issuer stock purchase plans owe a fiduciary duty to 
issuers, not to investors, and the investor protections of the federal securities laws 
would not apply to bank customers. 

4. Private Placement Activities — Small banks have traditionally conducted private 
placements in order to assist local business clients in capital formation. Accordingly, 
previous versions of this bill have permitted a bank that was not affiliated with a 
registered hroker-dealer to engage in private placement activities with qualified in- 
vestors. 

The version of H.R. 10 reported by the Banking Committee would abandon this 
focus on small banks. H.R. 10 has been rewritten to allow all but the very largest 
banks to conduct private placement activities. The only restriction is that a bank 
that wishes to engage in private placements directly cannot he affiliated with a 
broker-dealer that underwrites corporate debt and equity securities. This would per- 
mit a large universe of banks (regardless of their size and history of private place- 
ment activities) to conduct private placement activities directly, outside of the reach 
of many of the investor protections provided under federal securities law. As it is. 
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private placements are subject to fewer disclosure requirements under federal secu- 
rities laws because they qualify for an exemption from the Securities Act of 1933. 

Although banks have been permitted to engage in private placement activities for 
about 25 years, most big banks have moved such activities to their registered 
broker-dealer section 20 affiliates (where private placement activities count toward 
the 75 percent of “permissible” revenue). Once Glass-Steagall barriers (and the 75 
percent revenue test) are eliminated, this significant market will be moved back into 
banks, outside of the protections of federal securities regulation. 

5. Definition of “Qualified Investor” — Many of the exceptions provided for bank se- 
curities activities in previous bills have relied on the fact that less sophisticated in- 
vestors would continue to have the protections of the federal securities laws gov- 
erning their transactions. Thus, earlier versions of this legislation generally defined 
“qualified investor” narrowly with respect to complex instruments, like derivatives 
(essentially institutional investors), and more broadly with respect to private place- 
ments, asset-backed securities and loan participations. 

Unfortunately, the current version of H.R. 10 defines “qualified investor” broadly 
with respect to all products, including derivatives, to include corporations, natural 
persons with more than $10 million and governments with more than $50 million. 
By significantly expanding the definition of “qualified investor,” the current version 
of H.R. 10 would permit banks to offer derivative instruments to a broader class 
of investors, including individuals, fully outside the protections of federal securities 
law. This means a less sophisticated class of investors will not be protected by the 
additional supervisory, sales practices and suitability requirements imposed by fed- 
eral securities laws, at the very time they would need them most. Moreover, certain 
municipalities and the Government Finance Officers Association (“GFOA”) have 
stated that even sophisticated investors require the protections of federal securities 
laws, particularly suitability, with respect to derivatives trading activities. 

B. Mutual Fund Advisory Activities 

The Commission is pleased to see that the current version of H.R. 10 maintains 
important amendments to the federal securities laws to close the loopholes that 
banks enjoy with respect to their mutual fund advisory activities. These provisions 
were non-controversial and are necessary to evenly protect all mutual fund inves- 
tors. In addition, these provisions are important because they would afford Commis- 
sion examiners greater access to information regarding bank advisory activities that 
could affect bank-advised mutual funds. Such access is necessary to detect and pre- 
vent front-running, abusive trading by portfolio managers, and conflicts of interest. 
In addition, the Commission suggests one additional technical change discussed 
below. 

Currently, the Investment Company Act statutorily disqualifies certain types of 
entities (such as brokers, dealers, advisers, transfer agents) and employees of such 
entities (including employees of banks) who have been convicted of a felony or have 
been subject to a civil injunction. However, the Act does not contain a similar statu- 
tory disqualification that would apply to a bank (as opposed to employees of the 
bank) that had engaged in wrongdoing. Commission staff have drafted a brief 
amendment that would accomplish this, and we encourage the Commerce Com- 
mittee to adopt such an amendment, which is important to provide investors in 
bank-advised funds the same protections provided to investors in other funds. 

C. Broker-Dealer Holding Company 

In order to provide an effective two-way street between the banking and securities 
industries, securities firms must have tbe ability to affiliate with banking institu- 
tions without subjecting their entire holding company to top-down, bank safety and 
soundness supervision by the Federal Reserve. Accordingly, a broker-dealer holding 
company (“BDHC”) must have the ability to affiliate with a wholesale financial in- 
stitution (“WFI”), and BDHCs that engage primarily in securities activities (regard- 
less of whether they are affiliated with a WFI) must be able to choose Commission 
supervision of the holding company. In addition, the Commission should retain 
backup examination authority over WFI holding companies to ensure compliance 
with securities laws. The Commission advocates the addition of broker-dealer hold- 
ing company provisions to H.R. 10, and notes that an effective provision of this na- 
ture was included in the Commerce Committee’s H.R. 10 report of October 1997. 

Mr. Oxley. Thank you, Chairman Levitt. Let me begin a round 
of questions for both of you gentlemen. Commissioner Nichols, the 
NAIC just for the record did not support last year’s bill as it came 
out of the Commerce Committee; is that correct? 

Mr. Nichols. That is correct, sir. 
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Mr. Oxley. If you were to compare from your perspective the bill 
that we have before us now that we have from the Banking Com- 
mittee this year as opposed to last year’s bill, what are your gen- 
eral thoughts and what would we, this committee, essentially have 
to do to earn the support of the commissioners? 

Mr. Nichols. First of all, I would like to say that we appreciate 
the bipartisan support that has occurred this year, and we do think 
that the bill has made improvements. However, the struggle that 
we have in terms of our role is, one, it does not adequately address 
our authority related to affiliations. There is broad language in 
there that preempts our authority as it relates to banks and bank 
affiliates. 

We believe there is a need for you to address the issue of def- 
erence with our Federal regulators. Specifically, by putting in any 
laws that occur prior to September 1998 basically takes and calls 
into question everything that we do that is on the books today. 

We also are concerned from our perspective that the whole tone 
of this actually, as Chairman Levitt has said, is more focused on 
the banks. If we are going to truly do financial services and you 
want functional regulation to work, we believe that it should be a 
level playing field. The same as you are addressing on the market 
side and the same on the regulatory side. 

If there is the deference issue addressed, the language is cleaned 
up not to have sweeping preemption of our authority if you are a 
bank or affiliated with a bank, and then again address the issue 
of true financial service and functional regulation. I think that it 
is something that we could support. 

Mr. Oxley. Your testimony, as I recall, you also said that you 
would eliminate the — I forgot what term you used — eliminate the 
difficulty of out-of-state insurance sales. 

Mr. Nichols. The issue of re-domestication you may be dis- 
cussing. What it was is it was allowing companies to move to a 
State that would allow them to go into a different organizational 
structure. 

We believe that it’s important for individual States to maintain 
that level of control. If you have you a State that has investigated 
quite a bit, whether it be tax structures or other things, to organi- 
zationally make it appropriate for large insurance entities to func- 
tion there, we would hate to see them to be able to move some- 
where just because they don’t like the rules. 

We think that insurance rules based on a State basis are those 
unique to the people that live there. When you think of insurance 
and the uniqueness of it, we think that it is very, very critical that 
you focus on the individual needs of the States. My need for crop 
insurance and other things in Kentucky may be totally different 
than what you have in New York. Let us recognize the differences 
that our States offer and make sure that each State can protect its 
citizens in relation to the business of insurance. 

Mr. Oxley. Chairman Levitt, you indicated that there were too 
many products exempted under securities laws in the version that 
we have inherited from the Banking Committee. Do you believe 
that there are any exemptions that should be allowed for banks 
under securities laws? 
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Mr. Levitt. Well, I think, if those exemptions were tailored very 
rigorously, that is possible. But the exemptions in this bill are so 
broad that the cleanest way to approach this, it seems to me, would 
be to look at them anew. These exemptions have come down the 
pike over the past 12 or 15 years, and it is very hard to be able 
to take them and streamline them and pick from column A and col- 
umn B. I think we have to take a fresher approach to them. 

Certainly we would be willing to sit down and work with you on 
the specific details. The ones that we have the greatest problems 
with, of course, are future products, private placements, trust ac- 
tivities, and the treatment of derivatives and swaps. Those are the 
ones that really open up the banks to dealing with securities issues 
directly and freezing out securities regulators. They could use these 
exemptions to, in effect, open the door for securities activities to go 
unregulated by securities regulators and to be under the jurisdic- 
tion of the banks. 

Mr. Oxley. How would you argue with those folks who say, for 
example, that within the trust department that there ought to be 
some exemptions from the securities laws based on the fact that 
you are dealing with generally sophisticated investors; you are 
dealing with trust departments and banks that have been there for 
a number of years; that the protections are adequate currently to 
deal with that without having another layer of regulation by the 
Securities and Exchange Commission? 

Mr. Levitt. The trust activities of banks have been part of bank- 
ing as long as we have had a banking system. I think they operate 
reasonably and fairly, and we certainly would not propose sweeping 
away trust departments from banks. 

But, the way this bill is written today, a full service broker could 
be run out of the trust department of a bank, which could charge 
commissions for securities activities. We would have to carefully 
address that provision in a way that would not broaden and extend 
the trust activities that are presently under the jurisdiction of 
banks to include consumer securities activities. 

Mr. Oxley. Thank you. My time has expired. Let me now recog- 
nize the gentleman from Michigan, the ranking member of the full 
committee, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, thank you. Welcome to our panel, 
Mr. Chairman and Mr. Nichols. Thank you both for being here. I 
would like to focus with you, if you would, please, Mr. Nichols, on 
some very important questions since you have the expertise that 
has been denied this committee through a series of circumstances 
for a considerable while. 

First of all, insurance is now regulated by the States, is it not? 

Mr. Nichols. Yes, that is correct. 

Mr. Dingell. To the best of my knowledge, there is only Federal 
statute that relates to insurance regulation, and that is one which 
confers the basic authority over insurance regulation on the States; 
is that correct? 

Mr. Nichols. Yes, sir, that is correct. 

Mr. Dingell. So if States are not permitted to regulate bank in- 
surance sales, then who would regulate bank insurance sales? 

Mr. Nichols. No one, from our perspective, sir. 
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Mr. Dingell. So if we were to move to deny State insurance 
commissions the authority to regulate bank sales of insurance, we 
could guarantee that there would be no regulation of insurance 
sales at any level; is that correct? 

Mr. Nichols. That is correct. 

Mr. Dingell. Sales made by the banks? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. That would completely strip the consumers of in- 
surance services of any place to complain, would it not? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. The Federal Reserve, the Treasury, the Comp- 
troller of the Currency have no statutory authority whatsoever to 
regulate sales of insurance; is that right? 

Mr. Nichols. That is correct. And they also informed us they 
would not 

Mr. Dingell. They would have no authority to deal with the 
questions of actuarial soundness of the insurance plans; is that cor- 
rect? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. Now, having said that, how many of Michigan’s in- 
surance laws would be preempted by the bill that has been sent to 
us by the Banking Committee? 

Mr. Nichols. Thirty-three. 

Mr. Dingell. Thirty-three. Would you submit the list of those, 
please, for the committee. 

Mr. Nichols. Yes, sir. I think they have been handed out, sir. 

Mr. Dingell. If you would hand them out, Mr. Chairman, I 
would ask that they be inserted into the record. 

Mr. Oxley. Without objection. 
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PROTECTING INSURANCE CONSUMERS 
IN THE UNITED STATES 


♦ An average family can easily spend $3,000 each year on insurance 
products. Insurance comes in many varieties, including life, health, 
auto, home, mortgage, credit, corporate casualty, and crop insurance. 


♦ All insurance policies have two things in common - 

> Consumers pay money to insurers for insurance policy coverage. 

> Insurers pay money to consumers when claims are made under a 
policy. 


« State insurance regulators supervise this process in order to - 

> Protect the money consumers pay to insurers. 

> Assure that policyholders and claimants receive the insurance 
payments they are due. 


♦ HR 10, as passed by the House Banking Committee, preempts essential 
State laws and guts the ability of insurance regulators to protect 
insurance consumers. 
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Does the House Banking 
Committee version of HR 

10 preempt some or all of 
this law / regulation? 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

Assure fair sales 
practices and 
consumer 
treatment 


X 

X 




X 

Monitor the 
financial stability 
of insurers 

X 

X 


X 

X 

X 


Safeguard 

consumer 

premiums 

X 



X 


X 


MICHIGAN LAWS AND 
REGULATIONS 

7. Organization and Ownership of New 
Insurance Companies Law 

MICH. COMP. LAWS §§ 500.402 TO 
500.410(1956/1982). 

8. Business Transacted with Producer 
Controlled Property/Casualty Insurer 
Law 

MICH. COMP. LAWS §§ 500.1451 TO 
500.1459(1994). 

9. Consumer Credit Insurance Law and 
Regulation 

MICH. COMP. LAWS §§ 550.601 TO 
550.624(1958/1987). 

MICH. ADMIN. CODE R. 550.201 TO 
550.221 (1987/1995); SEE ALSO 

MICH. INS. BULLETIN 82-7 
(1982); BULLETIN 87-07 (1987). 

10. Regulation to Define Standards and 
Commissioner's Authority for 
Companies Deemed to be in Hazardous 
Financial Condition 

MICH. COMP. LAWS § 500.436 (a) (1992). 

11. Law on Examinations 

MICH. COMP. LAWS § 500.222 
(1957/1994). 

12. Insurance Holding Company System 
Regulatory Act and Regulation 

MICH. COMP. LAWS §§500.1301 TO 
500.1379(1970/1995). 

13. Life and Health Insurance Guaranty 
Association Law 

MICH. COMP. LAWS §§ 500.7701 TO 
500.7780(1982/1997). 
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MICHIGAN LAWS AND 
REGULATIONS 

14. Pott-Assessment Property end LicblHty 
Iniumnce Guaranty Attociatlon Law 
MICH. COMP. LAWS §{ 500.7901 TO 
500.7949(1969/1982). 

15. Inaurers Rehabilitation and 

Liquidation Law 

MICH. COMP. LAWS || 500.8101 TO 
S00.8IS9(l99a/l»96). 

16. Life Insurance Disclosure Regulation 
MICH. COMP. LAWS §S 500.2226. 

500.4012, 500.4038; BULLETIN 95>04 
(1995). 

17. Life Insurance Illustrations 

Regulation 

BULLETIN 97-06 (1997). 

18. Replacement of Life Insurance and 
Annuities Regulation 

MICH. ADMIN. CODE R. 500.601 TO 
500.606(1971/1984). 

19. Long-Term Care insurance Law and 
Regulation 

MICH. COMP. LAWS §9 500.3901 TO 
500.3955(1992). 

20. Medicare Supplement Insurance 
Minimum Standards Law and 

Regulation 

MiCH.COMP. LAWS §§ 500.3801 TO 
500.3861 (1992) (includes regulation). Sec 
also, MICH. COMP. LAWS §§ 500.3701 

TO 500.3728 (1956/1964); |S 333.2 10S4c 
TO333.2l054t (1990). 

21. Insurance Fraud Prevention Law 

MICH. COMP. LAWS §§ 500. 4501 TO 
500.451 1 (1996). 
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Does the House Banking 
Committee version of HR 

10 preempt some or all of 
this law 1 regulation? 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

Assure fair sales 
practices and 
consumer 
treatment 

X 

X 


X 




X 

X 

Monitor the 
financial stability 
of insurers 


X 

X 

X 

X 

X 

X 



Safeguard 

consumer 

premiums 






X 

X 



MICHIGAN LAWS AND 
REGULATIONS 

22. Viatical Settlements Law 

MICH. COMP. LAWS § 550.521 TO 
550.528(1997). 

23. Property and Casualty Rating Law 
MICH. COMP. LAWS §§ 500. 2600 TO 
500.2674 (1957) (lire); MICH. COMP. 
LAWS§§ 500.2101 TO 500.2114(1979) 

(auto and homeowners); §§ 500.2408 TO 
500.2484(1956) (casualty). 

24. Credit for Reinsurance Law and 
Regulation 

MICH. COMP. LAWS §§ 500.1 101 TO 
500.1105(1994); MICH. ADMIN. CODE 

R 500.1121 TO 500.1129(1996). 

25. Reinsurance Intermediary Law 

MICH. COMP. LAWS §§ 500.1151 TO 
500.1171 (1994). 

26. Life and Health Reinsurance 

Agreements Regulation 

MICH. COMP. LAWS §S 500.1121 TO 
500.1127(1994). 

27. Standard Valuation Law 

MICH. COMP. LAWS §S 500.834 TO 
500,837(1982/1995). 

28. Actuarial Opinion and Memorandum 
Regulation 

MICH. ADMIN. CODE R. §§ 500.881 TO 
500.889(1995). 

29. Unfair Trade Practices Act 

MICH. COMP, LAWS §§ 500.2001 TO 
500.2093(1957/1998). 

30. Regulation on Unfair Discrimination 
in Life and Health Insurance on Basis 
of Physical or Mental Impairment 

MICH. COMP. LAWS S 500. 2027 (1977). 
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Does the House Banking 
Committee version of HR 
10 preempt some or all of 
this law 1 regulation? 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

Safeguard 
consumers' righta 
to payment / 
coverage 





X 

X 

X 


Assure that 
companies pay 
legitimate 
ciaims 





X 




Assure that 
companies have 
the ability to pay 
claims 

X 

X 

X 

X 

X 



X 

MICHIGAN UWS AND 
REGULATIONS 

7. Law on Examinations 

MICH. COMP. LAWS § 500.222 
(1957/1994). 

8. Insurance Holding Company System 
Regulatory Act and Regulation 

MICH. COMP. LAWS §§ 500.1301 TO 
500.1379(1970/1995). 

9. Life and Health Insurance Guaranty 
Association Law 

MICH. COMP. LAWS §§ 500,7701 TO 
500,7780(1982/1997). 

10. Post'Assessment Property and Liability 
Insurance Guaranty Association Law 
MICH. COMP LAWS S§ 500.7901 TO 
500.7949(1969/1982). 

11. Insurers Rehabilitation and 

Liquidation Law 

MICH. COMP. LAWS §§ 500.8101 TO 
500.8159(1990/1996). 

12. Long-Term Care Insurance Law 
and Regulation 

MICH. COMP. LAWS §§ 500.3901 TO 
500.3955(1992). 

13. Medicare Supplement Insurance 
Minimum Standards Law and 

Regulation 

MICH. COMP. LAWS § 500.3801 TO 
500.3861 (1992) (includes regulation). 

See also, MICH. COMP. LAWS 

II 500.3701 TO 500.3728 (1956/1964); 
m 333.21054c TO 333.210541(1990). 

14. Insurance Fraud Pi evention Law 

MICH. COMP. LAWS §§ 500.4501 TO 
500.4511 (1996). 
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Does the House Banking 
Committee version of HR 
10 preempt some or all of 
this law / regulation? 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

YES 

Safeguard 
consumers' rights 
to payment / 
coverage 





X 

X 



Assure that 
companies pay 
legitimate 
claims 





X 

X 



Aeeure that 
companlea have 
the ability to pay 
claims 

X 

X 

X 

X 



X 

X 

MICHIGAN LAWS AND 
REGULATIONS 

15. Property and Casualty Rating Law 
MICH. COMP. LAWS §§ 500.2600 TO 
500.2674 (1957) (fire); MICH. COMP. 
LAWS§$ 500.2101 70 500.2114(1979) 

(auto and homeowners); §§ 500.2408 TO 
500.2484 (1956) (casualty). 

16. Credit for Reinsurance Law and 
Regulation 

MICH. COMP. LAWS §§ 500.1 lOI TO 
500.1105(1994); MICH. ADMIN. CODE 

R. 500.1 121 TO 500.1 129(1996). 

17. Reinsurance Intermediary Law 

MICH. COMP. LAWS §§ 500.1 151 TO 
500.1171 (1994). 

18. Life and Health Reinsurance 

Agreements Regulation 

MICH. COMP. LAWS §S 500.M21 TO 
500.1127(1994). 

19. Standard Nonforfeiture Law for 
Individual Deferred Annuities 

MICH. COMP. LAWS § 500.4072 
(1980/1987). 

20. Standard Nonforfeiture Law for Life 
Insurance 

MICH. COMP. LAWS S§ 500.4060 TO 
500.4061 (1943/1994). 

21. Standard Valuation Law 

MICH. COMP. LAWS §§ 500.834 TO 
500.837(1982/1995). 

22. Actuarial Opinion and Memorandum 
Regulation 

MICH. ADMIN. CODE R. §§ 500.881 TO 
500.889(1995). 
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Mr. Dingell. Now, Commissioner Nichols, please tell us what is 
the Unfair Claim Settlement Practices Act? 

Mr. Nichols. That is an act that establishes the minimum 
standards for how insurance companies are required to handle the 
claim, paying it promptly, making sure they are communicating 
with you, making sure that you get what you deserve. 

Mr. Dingell. A version of that is in each State enforced by the 
State insurance commissioner; is that not so? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. If the State insurance commissioners were to be 
denied the authority to sell or, rather, to regulate insurance sales 
and insurance sales practices and practices of insurance companies 
with regard to consumers, there would be no one then to regulate 
that particular aspect of insurance company activities; is that 
right? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. Is there any other regulatory authority that can 
give Michigan consumers the same protections that this law pro- 
vides? 

Mr. Nichols. No, sir. 

Mr. Dingell. Now, let us look at another one. The Life and 
Health Insurance Guarantee Association Law and the 
Postassessment Property and Liability Insurance Guarantee Asso- 
ciation Law, how do those benefit consumers? 

Mr. Nichols. Those benefit consumers by if there is an insolvent 
insurer, those funds are made available to ensure that any policies 
that they have are fully enforced up to a financial limit. It is for 
their protection. 

Mr. Dingell. If these laws were to be preempted, what protec- 
tion would be substituted, and what authority would either the 
Federal Reserve or the Comptroller of the Currency have to require 
protection of consumers with regard to these matters? 

Mr. Nichols. There would be none, sir. 

Mr. Dingell. There would be none. So the consumers would be 
stripped naked of two very important protections, would they not? 

Mr. Nichols. That is correct. 

Mr. Dingell. What is the Third Party Administrator’s Law, and 
why should consumers be troubled if it were to be preempted by 
this legislation? 

Mr. Nichols. The Third Party Administrative Law allows an in- 
surance company to farm out or source out to another company the 
processing of claims and collection of premium. This makes sure 
that once that is done we are still allowed to hold full authority 
over the insurance company and they must assume responsibility 
for their claimants. 

Mr. Dingell. That is also administered by the State insurance 
commissioners, is it not? 

Mr. Nichols. Yes, it is. 

Mr. Dingell. And State insurance commissioners, in most in- 
stances, administer similar, if not identical, statutes in each and 
every one of the States; is that not so? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. Now, if that were to be repealed by the action in 
this Congress in passing the legislation before us, there would be 
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no one to provide that protection for American insurance con- 
sumers; is that correct? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. Now, Commissioner Nichols, some of these laws 
have been on the books for more than 40 years; is that correct? 

Mr. Nichols. That is correct. 

Mr. Dingell. Is there any authority or expertise at the Federal 
level — now, I said authority and expertise at the Federal level 
which is comparable to the body of insurance law and regulations 
that now exists at the State level? 

Mr. Nichols. There is none. 

Mr. Dingell. Is there any expertise in the Fed to do this? 

Mr. Nichols. No, sir. 

Mr. Dingell. Is there any expertise in the Office of the Comp- 
troller of the Currency or elsewhere in the Treasury Department? 

Mr. Nichols. No, sir. 

Mr. Dingell. In a word, are you aware of any actions that have 
ever been taken by the Department of the Treasury or the Fed to 
regulate insurance matters? 

Mr. Nichols. No, sir. But they have attempted to expand the 
ability of banks to do certain things in insurance. 

Mr. Dingell. In ways which would ofttimes deny you and the 
other State insurance commissioners the authority to regulate for 
the protection of consumers in your several States; is that right? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. Now it would seem that the Banking Committee’s 
bill, therefore, lets the banks engage in insurance activities without 
regulations; is that correct? 

Mr. Nichols. That is the way that we see it, sir. 

Mr. Dingell. And I would go on to note that while insurance 
companies are not bank related insurance agents would continue to 
be subject to Michigan’s 33 insurance laws; is that right? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. And to regulation by the insurance commissioner; 
is that right? 

Mr. Nichols. That is correct. 

Mr. Dingell. That would leave the insurance consumer in the 
State of Michigan afflicted with something of a Hobson’s choice be- 
tween banks totally exempt from regulation and an insurance 
salesman who would be subject to State regulations; is that right? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. So the banks could promise any damn thing they 
liked and deliver as little as possible; is that right? 

Mr. Nichols. That is right. 

Mr. Dingell. There would be no place that the insurance con- 
sumer could go for redress; is that correct? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. Now, is there any reason in your mind why we 
ought to abate the historic protection afforded to consumers by 
State insurance laws when they buy insurance at their bank? 

Mr. Nichols. There is no reason, sir. 

Mr. Dingell. Banks are now subject to at least some of these in- 
surance laws even while under the administration of the Comp- 
troller of the Currency and the Federal Reserve Board; is that 
right? 
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Mr. Nichols. That is correct. 

Mr. Dingell. Is there any reason in your mind that would justify 
us coming to the conclusion that banks should be subject to less 
regulation than insurance companies and insurance agents? 

Mr. Nichols. Not if you want to protect your consumers. 

Mr. Dingell. But if you want to scare them, letting the banks 
out from under regulation would be a fine way to begin, would it 
not? 

Mr. Nichols. It would be an excellent way to do it, sir. 

Mr. Dingell. Thank you. 

Mr. Oxley. The gentleman’s time has expired. The gentleman 
from Iowa, Dr. Ganske. 

Mr. Ganske. Thank you, Mr. Chairman. I must commend Mr. 
Dingell for his thoroughness. If there were more members of the 
committee here, they each would have obtained their own personal 
handout on their own State insurance laws. 

I appreciate Commissioner Nichols being here and Chairman 
Levitt. I want to follow up on a question that I asked Secretary of 
the Treasury Rubin; and that has to do with the NationsBank case. 

And so. Chairman Levitt, I wonder — I understand that the 
NationsBank settled claims of $50 million for defrauding investors 
with securities sold by an op-sub. When I asked the Secretary 
Treasurer about this, he referred us to his assistant who then said 
rather blithely, said. Well, that was handled by the SEC, which ac- 
tually I thought made my point in terms of functional regulation. 

But I wonder if you could share with us the facts of that case; 
and specifically I would like to know, in your opinion, were inves- 
tors confused by the sales of securities by a bank operating sub- 
sidy? 

Mr. Levitt. Yes. They clearly were. I think that, as Mr. Dingell 

E ointed out, time and time again some years ago when banks 

egan the sale of mutual funds to customers 

Mr. Ganske. Mr. Chairman, can you pull the mike just a little 
closer. 

Mr. Levitt. That when banks began to sell mutual funds to indi- 
vidual customers, it became very easy to blur the lines between the 
banks, the insured deposits, the guarantees that went with so 
many banking activities, but clearly did not extend to money mar- 
ket funds or other funds that were being marketed to customers of 
banks. 

And NationsBank was a clear case of blurring the lines, where 
investors were led to make purchases that they believed were to- 
tally secure. They thought that it was like a deposit; therefore, they 
couldn’t lose any money. They were not told that the fund involved 
the purchase of very risky derivatives instruments. Furthermore, 
the sales of that fund — and I think this was the most repugnant 
part of all of it — were targeted toward elderly people, people who 
could ill afford to lose their funds, people who were really victim- 
ized by bank personnel using the prestige and power of the institu- 
tion to imply a level of security that simply did not exist. It was 
fraud. It was misleading. It was a very bad performance. 

Mr. Ganske. Chairman Levitt, at the hearing before this com- 
mittee on the last Congress, you stated, “It would be bad public 
policy to have the safety net extended over securities activities,” 
that you 
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thought the use of an affiliate was far preferable to having a sub- 
sidiary’s structure. You were referring to bank securities under- 
writing in an op-sub. Do you still maintain that view in light of 
this case that you just told me about? 

Mr. Levitt. You know, I have learned — maybe I learn slowly, but 
I have learned after many years of dealing with complicated issues 
before the Congress that focus is all important. Any participant in 
any piece of legislation tends to have different interests. But here 
my interest is almost obsessional in terms of protecting investors. 

This bill, as I see it, leaves investors naked, dangerously naked. 
If choosing an op-sub or choosing an affiliate were the central deci- 
sion to be made, I don’t think that bears as significantly on the 
well being of investors as other parts of the bill. 

Yes, I believe that the affiliate structure certainly has adminis- 
trative advantages. I am concerned about the fact that the op-subs 
are considered part of the bank for capital purposes and that the 
bank parent can suck out capital from the brokerage subs to help 
a weak bank. I think that, as I see it, is a shortcoming of the sub- 
sidiary structure. But overall, that is not our key issue. 

Mr. Ganske. Let me just follow up with one final question then 
because I want to get you on the record, the same as I did Sec- 
retary Rubin, on this issue of op-subs. And That is that you indi- 
cated that last year’s committee print had your support to some de- 
gree. 

The last — the Commerce Committee print from the last Congress 
provided for limited operating op-subs and these op-subs were lim- 
ited to agency activities, as I said, to address Chairman Green- 
span’s concern about government coverage of taxpayer money. Can 
you give us your opinion? Would you be willing to support agency- 
only op-subs as a compromise? 

Mr. Levitt. I would have to think about that. My feeling is this: 
if this Congress is mindful of the importance to our markets of giv- 
ing investors the basic protections that they have had for 65 years 
and extends to investors those same protections that they have had 
before and doesn’t sweep them up in terms of calling something 
functional regulation which is not functional regulation, frankly, I 
would support any kind of structure that did that. I’m not going 
to get bogged down on one over the other. 

We are most concerned with securities activities that remain in 
the bank. That is where our problem lies and our inability to get 
at that. That was one of the problems in NationsBank. It was one 
of the problems that we faced in terms of bank-marketed mutual 
funds. Clearly, I’m not going to be dogmatic about affiliates versus 
subsidiaries. I do feel that there are some administrative advan- 
tages to the affiliates, and it is for that reason that I gave support 
to that in the past. 

Mr. Ganske. Commissioner Nichols, would you concur with that? 

Mr. Nichols. I think for the most part. That is clearly where our 
concern is; we cannot get to the situation occurring within the 
bank. 

Mr. Ganske. I thank you. 

Mr. Oxley. The gentleman’s time has expired. The gentleman 
from Wisconsin, Mr. Barrett. 
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Mr. Barrett. Thank you, Mr. Chairman. Welcome, gentlemen. 
Prior to being on this committee I spent 6 years on the Banking 
Committee. One of the major reasons I left that committee was this 
legislation. So it is nice to see it again. I often described it as the 
legislative equivalent of the movie Groundhog Day. I don’t know if 
you have seen that, a Bill Murray movie where every day was the 
same and the same thing would happen. 

So now this is my fourth term in Congress and the fourth time 
I have seen this legislation, and I think your people have seen it 
for decades. Certainly careers are built around this legislation. But 
each time I go through it, I have to go back through a little primer 
and remind myself as to what we are doing. 

I look at the various industries and those industries that may 
have the greatest incentives for this legislation and the ones that 
have the least incentive. In fact, I think of the securities and your 
office in particular as having one of the least incentives for this leg- 
islation. Maybe I’m wrong, but that is just my perception. 

As I look through your testimony today, it is unclear to me as 
to whether your opposition is primarily that you don’t think that 
the banks should be performing some of these functions or the fact, 
at least under your scenario, that they would be performing them 
without appropriate regulation. Can you help me with that? 

Mr. Levitt. Yes. I think the banking regulators of the United 
States do a superb job of protecting the safety and soundness of 
banks. I have sat on the boards of several banks. I have worked 
with banking regulators. I have listened to them make presen- 
tations to the boards. And the focus of their interests and their ac- 
tivity and their commitment has been the safety and the soundness 
of the bank. 

Having been in the securities business for much of my life and 
now being a securities regulator, I understand what I have de- 
scribed as a cultural difference, where the interests of investment 
banks ad brokerage firms are entrepreneurial interests. The num- 
ber of jobs that have been created in this economy and the strength 
of our economy are a function of a combination of risk-taking on 
the part of brokerage firms and capital extended by banks. 

But they are two very different cultures. Now, the banking regu- 
lators — for instance, just to give you an example of some of the dif- 
ferences — don’t impose enforceable sales practice rules. They don’t 
have a duty to supervise. They don’t have a system of arbitration 
enabling individual investors to bring their cases to arbitrators to 
decide them. They don’t subject their supervisory and their sales 
personnel to testing and mandatory continuing education, and they 
don’t require the disclosure to investors of a disciplinary history of 
those people selling products. They don’t insure securities as SIPC 
insures the securities of investors at brokerage firms. 

So my reason for so passionately opposing this bill is this: if you 
have the growing securities activities of banks involving individual 
investors subject to the oversight of examiners who are concerned 
primarily for the banks’ interests and for the safety and soundness 
of the banks rather than for the investors’ interests, that is just 
wrong. It represents a threat not just to investors, but I believe a 
threat to our markets. 
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Mr. Barrett. So it is not, per se, an opposition to banks per- 
forming these functions? 

Mr. Levitt. Absolutely not. I think banks should perform this 
and other functions. I have no problem with that any more than 
I have a problem with allowing brokerage firms to perform banking 
functions. But I think it would be as wrong to ask the SEC to su- 
pervise banking activities of brokerage firms, because of the cul- 
tural difference, as it would be to ask banks to supervise the secu- 
rities activities within the banks. 

Mr. Barrett. One of the other concerns that we often hear, of 
course, is then it becomes a fight among the regulators. We have 
heard from Mr. Greenspan; we have heard from yourself, all people 
of good will, obviously people who are committed to this. And it 
concerns me that there doesn’t seem to be an acknowledgement or 
a belief that another regulatory agency can perform some of the 
same regulatory functions, for example, that your commission does. 

Mr. Levitt. Absolutely. And no doubt in time we could train the 
National Endowment of the Arts to supervise some of these activi- 
ties. But why? To what end? We have contradictory objectives in 
some instances here. That is good; That is desirable to have that. 

But to suggest that you take a 65-year history that is committed 
to investor protection — no such agency any place in the world can 
replicate the protection to investors extended by the SEC — and in 
one fell swoop, for whatever reason, you want to wipe that out in 
favor of having banking regulators do this? To what end? What 
reason do you have not to ask that securities activities be super- 
vised by those who have been trained for 65 years to do them and 
not change cultures in midstream? 

Mr. Barrett. You make a passionate case for your agency. 

Mr. Levitt. I make a passionate case for investors, not for our 
agency. 

Mr. Barrett. Let me continue because I think if you look at it, 
if one looks at it from a perspective of a regulator from the govern- 
ment, you make all the sense in the world. But if one were to look 
at it from the standpoint of the business to say, well, this week we 
have got SEC in here and this week we have got the comptroller, 
this week this agency in here. 

I’m not one who is considered a big lover of business, but I am 
sensitive to their concern that they are just going to be regulated 
to death. I just want you to respond to that. 

Mr. Levitt. Yes. If you look at the system of regulation involving 
financial services in the country today and you examine, for in- 
stance, a large multifaceted brokerage firm, a firm that is subjected 
to the inspection of State regulators, the SEC, Federal regulators, 
and self-regulatory organizations such as the New York Stock Ex- 
change, that system works pretty darn well. 

If you took away any element of it, if you remove the States, if 
you remove the self-regulatory organization, or if you remove the 
SEC, you would severely cripple the ability to police those markets; 
and the safety of those markets and the efficiency and the trust in 
those markets would evaporate virtually overnight. The same holds 
true here. 

If banks are going to get into brokerage services, there is no rea- 
son to suddenly substitute a bank regulatory culture which is so 
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different on those services. The bank regulatory culture is intended 
to protect the banks. The culture of securities regulation is in- 
tended to protect investors. Those two can work in a complimen- 
tary fashion, and there is no reason to substitute one for the other. 

If we look at this 5 years from now and Merrill Lynch owns a 
large bank, I see no reason to suggest at that point in time that 
the SEC supervise Merrill’s banking activities. That is not our ex- 
perience; that is not our culture. That would not be in the best in- 
terests of banks or their customers. 

Mr. Oxley. The gentleman’s time has expired. The gentleman 
from Staten Island. 

Mr. Fossella. Thank you, Mr. Chairman. Chairman Levitt, let 
me concentrate briefly on securities regulation. I gather from your 
words you support SEC regulation of credit derivatives or swaps. 
Correct? 

Mr. Levitt. Yes, I do. 

Mr. Fossella. You state one of the principles at least for SEC 
support is that of sales practice regulation. Explain to me what the 
sales practice regulation is, please. 

Mr. Levitt. Well, the current provision allows banks to sell all 
derivatives to all investors without sales practice requirements. I 
think, to the extent that derivatives may be sold to nonsophisti- 
cated investors, to noninstitutional investors, there would clearly 
be the need to have certain disclosures. 

Mr. Fossella. With respect to the investor, I guess in some peo- 
ple’s mind that would depend on the investor. I appreciate your ad- 
vocacy clearly, in private and public, your support of protecting in- 
vestors. But if you have a bank like a Citibank selling a derivative 
instrument to a sophisticated investor like a hedge fund, how does 
SEC sales practice regulation enter into that equation? 

Mr. Levitt. I think what the SEC has done with respect to the 
marketing of derivatives has been a very reasoned approach. We 
convened the largest derivatives dealers in the country, securities 
dealers representing nearly 90 percent of the securities activity in 
the derivatives market, and asked them to come up with a vol- 
untary program of disclosure, of risk disclosure. That was called 
the Derivatives Policy Group. That has worked effectively without 
the need for regulatory oversight. I have said on a number of occa- 
sions that I’m not looking to develop a new series of regulations in 
the derivatives markets. 

Mr. Fossella. So where in there lies the sophisticated investor? 
They should self-regulate it? 

Mr. Levitt. I wouldn’t use the word self-regulate. I think there 
is a need for greater disclosure, and we are getting that now with 
the Derivatives Policy Group, which up to now has worked reason- 
able effectively. The President’s Working Group has made some 
suggestions, which Chairman Greenspan, Secretary Rubin, and I 
all support, for more disclosure. We simply cannot have enough dis- 
closure in this regard, and I think I would use that expression 
rather than 

Mr. Fossella. In an unrelated topic while I have you, however, 
I would like to get your opinion on what is commonly referred to 
as section 31 fees which support the SEC. 

Mr. Levitt. That is an easy one. 
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Mr. Fossella. I beg your pardon? 

Mr. Levitt. That is an easy one. 

Mr. Fossella. That is what I am here to do, throw some 
softballs your way. It has been, I guess, demonstrated that section 
31 fees generated are now in the area of $1.7 billion. There is dif- 
ferent approaches as to what to do with the fees, I guess, on capital 
investment or tax on capital investment, depending on how you 
look at it. 

Do you have a belief as to what should happen with the section 
31 fees? There are different approaches that are being discussed, 
the rate cap, cap on fees. I would be interested to hear your opin- 
ion. 

Mr. Levitt. The section 31 fees changed their complexion when 
we extended those fees to include over-the-counter transactions. 
That happened as part of a funding mechanism for the SEC that 
Chairman Bliley devised. I guess it was 3 or 4 years ago. 

There were a half dozen committees involved in this in both the 
House and the Senate, and I understand the desirability of reduc- 
ing those fees. Indeed, by eliminating the double-counting that took 
place in the over-the-counter market, we have been able to con- 
structively reduce those fees, I guess, by $10 or $15 million a year. 

I think to further address that issue, the proposal to place a cap 
on the fees appears to be the most reasonable of the various pro- 
posals that I have seen. And the trick is to get the various commit- 
tees that have an interest in these fees to come to the table and 
agree. But I think, of the various proposals that I have seen, that 
appears to be the one most likely to produce a consensus. 

Mr. Fossella. Thank you very much for your time, Mr. Chair- 
man. I yield back. 

Mr. Oxley. The gentleman yields back time. The gentleman from 
New York, Mr. Engel. 

Mr. Engel. Thank you, Mr. Chairman. Good afternoon, gentle- 
men. Chairman Levitt, this morning Secretary Rubin both in his 
written statement and his oral response to a question from Con- 
gresswoman DeGette indicated that the Banking Committee’s secu- 
rity provisions in the bill provided inadequate consumer protec- 
tions. I believe that he said that the exceptions swallowed the 
rules. And he indicated his willingness to work with you and with 
us to provide stronger investor protections. 

I am wondering if you could help us understand what the stick- 
ing points are. I guess that is my question. He said there had been 
ongoing discussions with you and the bankers, but he felt there 
was still no solution. 

Mr. Levitt. That is true. We have had extensive discussions with 
Secretary Rubin and with Chairman Greenspan. And we have told 
them that we feel this bill does great, great harm to investor inter- 
est. With respect to the exemptions that have been created through 
the years, various changes that were made in the Senate version 
of this bill last year would, in effect, just substitute banking regula- 
tion for securities regulation over securities activities conducted 
within the walls of the banks. 

Now, I don’t have to tell you that any piece of complex legislation 
is a function of various interest groups that have an axe to grind. 
The insurance companies have an interest. You have heard about 
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them. The banks have an overwhelming interest, and heaven 
knows we have heard about that. We have an interest. But the 
most powerful interest of all, in terms of the implications for the 
economy, is investor interest. 

It is a question of who is willing to stand up, who is willing to 
say to the banks, look, I know you are not going to give in, but if 
you are not, you are not going to get a bill if you are going to hurt 
investors. 

I have outlined before the loopholes created with respect to fu- 
ture products, trust activities, the way that derivatives and swaps 
are handled and private placements — private placements alone 
could be a proxy for investment banking activity. It’s just there. It 
is there to happen. I understand Secretary Rubin is sympathetic 
and Chairman Greenspan is sympathetic. But will they say this 
issue is as important to them as the various issues that concern 
them? Time will tell. 

Mr. Engel. One of the things that he also mentioned is that it 
would be cheaper for a small minority-owned bank to get into in- 
surance and securities through an operating subsidiary versus a 
separate affiliate. I was wondering if that was your view as well. 

Mr. Levitt. I don’t believe that. I think there are ways that an 
affiliate could be comparable. And certainly the Commission would 
be responsive to encouraging that in any way that we could. 

Mr. Engel. What are the costs associated with setting up a 
broker-dealer as a separate affiliate? 

Mr. Levitt. I don’t know precisely. I would have to do some work 
on that and get back to you, if I might. 

Mr. Engel. The Secretary also said in his opinion the problem 
that our financial services face abroad is lack of access and not lack 
of competitiveness. I know it is a trade issue obviously in large 
part, but several large broker-dealers have told us that their access 
in some countries is hindered because they don’t have a consoli- 
dated regulator or an umbrella supervisor. 

Is there anything in H.R. 10 that would address this concern, 
and if not, should this concern be addressed? Do you have any sug- 
gestions for us on that? 

Mr. Levitt. I think to some extent the WEI might be one way 
to do this, and I think the problem that the Secretary mentions is 
a legitimate problem and something that I think we have to be 
mindful of 

Mr. Engel. Thank you very much. Thank you, Mr. Chairman. 

Mr. Levitt. By that I meant the broker-dealer holding company 
containing a WEI, which I think this committee considered seri- 
ously the last time out. 

Mr. Engel. Thank you. 

Mr. Oxley. The gentleman’s time has expired. 

The gentleman from Florida, Mr. Deutsch. 

Mr. Deutsch. Thank you, Mr. Chairman. 

I thank the Commissioner as well. 

Mr. Levitt, if you could, I have read through your testimony and 
I have heard some of the responses to questions in the last couple 
minutes as well, but just for a couple seconds, you have discussed 
the current bill’s possible adverse effect on the economy. In lay- 
man’s terms, could you maybe get into some analysis of the dif- 
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ference between the effect of the House banking bill versus the ef- 
fect of the bill that this committee passed last year in terms of the 
market and in terms of the average consumer in America? 

Mr. Levitt. Last year’s bill, which we supported as a better al- 
ternative than something which we felt was pretty bad, was by no 
means perfect. The reason that we favor the Commerce Commit- 
tee’s approach to this bill is that it respects the primacy of con- 
sistent regulation. I no longer use functional regulation because 
that word has been so misused by people who have other reasons 
for using it. This committee, in terms of its approach has respected 
consistent regulation, and its proposal last time was intended to 
see to it that all securities activities that take place within the 
banks are supervised and regulated by securities regulators. That 
is the fundamental difference between the bill that came out of the 
House which creates a situation where banking regulators super- 
vise virtually everything that goes on within the walls of the 
banks. 

I have mentioned specific areas which we find the most dan- 
gerous from that point of view. If anything, this year’s bill is more 
troublesome, but the bill that is winding its way around the Senate 
is probably the worst of all. 

Mr. Deutsch. My understanding, and you have testified to this 
effect of negotiations that you are in the process of having with 
Secretary Rubin as well as Mr. Greenspan regarding the — and I 
will use the term, because I ^ess that is a term that we are still 
using, the “functional regulation” issue, can you give us any report 
on the progress of those negotiations? 

Mr. Levitt. I think I said before that intellectually I am sure 
that I know that both of them share the concerns for investors that 
we have expressed, but their interests in and their versions of the 
bill have other aspects, with other constituencies. 

As far as I am concerned, our only constituent is the investing 
public, and whether their interest is in coming to some sort of a 
consensus arrangement which has the chance of legislative reality 
and executive passage, signature, I simply don’t know. I think that 
they have expressed support for our position, but how far that sup- 
port will go in terms of its tradeoff for other interests, only time 
will well. 

Mr. Deutsch. Is it fair to say that you are continuing in this 
process? 

Mr. Levitt. Is it fair to say what? 

Mr. Deutsch. That you are continuing in these discussions, 
these negotiations? 

Mr. Levitt. Yes. 

Mr. Deutsch. So these discussions are ongoing? 

Mr. Levitt. Absolutely. 

Mr. Deutsch. Is there anything we can do to be helpful? 

Mr. Levitt. I will think about that. 

Mr. Deutsch. Let me ask you — and again you talked a little bit 
about it in your testimony, and this is just, you know, as I try to 
understand what is actually going on in the world today, my under- 
standing is that, in fact, banks are using swaps, using derivatives 
in equities, which have the equivalent of basically sales of securi- 
ties. That is going on today. Would you say that is accurate, and 
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if it is accurate, how does the SEC view that activity? My under- 
standing is that it is going on without SEC interaction at all. 

Mr. Levitt. If there are derivative activities going on with secu- 
rities involving fraud, the SEC would obviously have jurisdiction. 
I believe that the derivatives activities of banks are by and large 
being done with institutional investors. We have a much greater 
understanding of the nature and extent of those activities as a re- 
sult of the establishment of the DPG which I mentioned before. 

Mr. Deutsch. But again, if I can just follow up with just one 
final question, your answer seems to infer that only in cases of 
fraud would you be involved. 

Mr. Levitt. No, no, fraud in the swaps market is a rare occur- 
rence. 

Mr. Deutsch. Right. So again, if in fact they are trading securi- 
ties, equities, through swaps, in effect you have no jurisdiction 
today; or are you not using what you might infer as jurisdiction? 
In other words, I guess my point is, isn’t this already occurring and 
it is occurring within the banking laws without the SEC really 
being involved in this today? 

Mr. Levitt. Most swaps, I would point out, don’t represent secu- 
rities, and those that do should follow the same rules as securities 
that are sold by brokers. 

Mr. Deutsch. I don’t — I am still not hearing the answer. My un- 
derstanding is that is going on today, but you are not regulating 
it, you are not involved. 

Mr. Levitt. You are correct, there is a blanket exemption now. 

Mr. Deutsch. And if that is the case and we don’t really see 
issues of fraud, then I mean why do we think there would be prob- 
lems? I mean, in other words, it is already going on. Shouldn’t all 
these parades of horribles that you described, shouldn’t they be 
taking place already? 

Mr. Levitt. Because I think in the world as I see it developing, 
with more and more securities activities going into banks and the 
increasing likelihood of acquisitions of brokerage firms by banks, 
this will become far more important in terms of securities activities 
than it is today. 

Mr. Deutsch. Okay. Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman’s time has expired. 

The gentleman from Illinois, Mr. Shimkus. 

Mr. Shimkus. Real quickly. Thank you, Mr. Chairman, and I 
welcome to the committee Chairman Levitt who graced us with his 
hospitality maybe 6 weeks ago at the SEC and I enjoyed that visit. 
I learned a lot too, and I think that is important. 

I have been focusing on this issue, on safety and soundness, and 
now consistent regulation. Politicians — you have to be careful about 
changing words for us, because I am very comfortable with “func- 
tional,” but I will use “consistent.” And my focus has been on the 
operating sub and really the FDIC insurance and how that might 
impact safety and soundness. 

Your predecessor, Richard Breeden, when asked about the oper- 
ating subsidiary before the Commerce Committee made the fol- 
lowing statement: “If government subsidies such as the operating 
subsidiary are introduced into the securities market, then the 
dulling narcotic effect of these subsidies and the related bureau- 
cratic 
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nannyisms will work a prompt and significant alteration on the 
culture of Wall Street.” Do you agree with that? 

Mr. Levitt. My predecessor, whom I respect and admire a great 
deal, was much more confrontational than I am. Again, it is not my 
primary issue. My issue is again consistent regulation, and I have 
expressed, for administrative purposes, some preference for the af- 
filiate structure. Will western civilization rise or fall on that deci- 
sion? I don’t know. Again, I don’t want to divert from something 
that I consider to he of much greater importance. 

Mr. Shimkus. I think why members of the committee may be fo- 
cusing on this is because there seems to be an impression that last 
year it was an issue which you were concerned about, and if the 
answer is no to this question, or to the view that they may be dif- 
ferent than the position taken last year 

Mr. Levitt. I think the difference is simply that the threat that 
I see to our markets and to investors in a bill which so blurs the 
line between banking and securities regulation is of such compel- 
ling and immediate importance that it overrides my concern for the 
structural issue. Again, I have some preference for the affiliate 
structure, but that is of a much lower level of concern than the 
other, and I am going to stick with that. 

Mr. Shimkus. That answers my question. Or it doesn’t — it ad- 
dresses my question, so I will yield back my time, Mr. Chairman. 

Mr. Oxley. The gentleman’s time has expired. 

The gentleman from Michigan wishes to be recognized. 

Mr. Dingell. I thank you for that courtesy and I thank you for 
your patience. 

Under the exemptions, Mr. Chairman, I note that private place- 
ments would be one of the exemptions. The Fed would be required 
to come up with certain rules, and the Fed, the OCC and the 
Treasury would be required to come up with certain rules with re- 
gard to these matters. Now, private placements are kind of pecu- 
liar. First of all, the number of people who can participate in them 
are very small, they have to be highly sophisticated, they have to 
have a lot of money, which makes them presume to be very sophis- 
ticated and smart. But there is much less in the way of protection 
for the rights of the investor in that situation. 

In instances where there are private placements, the rules that 
are now in place under the SEC would not necessarily be in place 
under the new regime under the legislation. The practical result of 
that would be that every one of the placements could essentially 
become private placements playing under the rules which afford 
vastly less protection for the investor. Indeed, zero protection for 
the investor on the assumption that anybody who is silly enough 
to go into one of these private placements would be smart enough 
to protect himself and have enough money even if he missed it, 
isn’t that right? 

Mr. Levitt. Absolutely. 

Mr. Dingell. Now, just one other thing. Your current authority 
over private placements regarding suitability, disclosure, failure to 
supervise, and the requirements with regard to keeping books and 
records would be significantly modified as to activities within the 
banks and also as to activities within the wholly owned op-subs, 
isn’t that so? 
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Mr. Levitt. That is correct, and I might say that a majority of 
the corporate debt you spoke of before is placed privately. A major- 
ity of corporate debt is privately placed. 

Mr. Dingell. Not subject to disclosure and not subject to other 
rules to protect the investor; isn’t that right? 

Mr. Levitt. Not under this configuration. 

Mr. Dingell. Thank you. 

Thank you, Mr. Chairman. 

Mr. Oxley. The committee wishes to thank both of you for, once 
again, excellent testimony. As I indicated when you first arrived, 
we hope this is the last time that you will be here testifying on this 
particular issue, although we welcome you on many issues in the 
future other than financial services modernization. Thank you very 
much. 

Mr. Nichols. Can I make a comment, sir, before we go? 

Mr. Oxley. Please. 

Mr. Nichols. I hope that as you all move forward on this, that 
you recognize that as we have addressed the issue of banking, we 
have talked about the business of banking, but on this panel you 
have heard from Arthur Levitt whose focus has been on the end re- 
sult, the investor, and my focus has been on the insurance con- 
sumer. As we go through financial modernization, we should allow 
them to commingle, but let us keep that in perspective: that two 
of the pieces of the three-legged stool are very, very critical to the 
ones that are actually investing the money. 

Mr. Oxley. And two of those legs are under the jurisdiction of 
this committee, so I appreciate your remarks. Again, I thank you 
so much for your testimony. 

The subcommittee will stand in recess for 5 minutes so that we 
can have the other panel come up to the witness table. 

[Brief recess.] 

Mr. Oxley. The subcommittee will reconvene. I know that we 
have our final panel here, because they have been waiting patiently 
all day, since 10 o’clock this morning. So we are pleased to have 
you here. Let me introduce the panel. Mr. Arnold Schultz, Board 
Chairman for the Grundy National Bank from Grundy Center, 
Iowa; Mr. Mark Sutton, President of the Private Client Group from 
PaineWebber, from Weehawkin, New Jersey; and formerly men- 
tioned and introduced by my colleague, Paul Gillmor, Mr. Craig 
Zimpher, Vice President of Government Regulations, Nationwide 
Insurance Corporation. I agree with most of the things that Con- 
gressman Gillmor said about you. Mr. Scott A. Sinder, partner of 
Baker and Hostetler, a good Cleveland-based firm located here in 
Washington, on behalf of the Independent Insurance Agents, the 
National Association of Life Underwriters, and the National Asso- 
ciation of Professional Insurance Agents of America. 

So gentlemen, thank you all for your patience. It is always dif- 
ficult to be on the last panel, but we thank you for your patience 
and your understanding. 

Mr. Sutton, I am going to begin with you, as I understand you 
might have a plane to catch. So let me begin with your testimony. 
After your testimony, again, feel free to stay as long as you can, 
but I understand your commitment as well. 
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STATEMENTS OF MARK B. SUTTON, PRESIDENT, PRIVATE CLI- 
ENT GROUP, PAINEWEBBER INC.; ARNOLD SCHULTZ, BOARD 
CHAIRMAN, THE GRUNDY NATIONAL BANK; W. CRAIG 
ZIMPHER, VICE PRESIDENT, GOVERNMENT RELATIONS, NA- 
TIONWIDE INSURANCE CORPORATION; AND SCOTT A. 
SINDER, PARTNER, BAKER AND HOSTETLER, LLP, ON BE- 
HALF OF INDEPENDENT INSURANCE AGENTS OF AMERICA, 
NATIONAL ASSOCIATION OF LIFE UNDERWRITERS, AND NA- 
TIONAL ASSOCIATION OF PROFESSIONAL INSURANCE 
AGENTS OF AMERICA 

Mr. Sutton. Thank you very much. I appreciate it. 

Chairman Oxley and members of the subcommittee, I am Mark 
Sutton, Executive Vice President of PaineWebber Group and Presi- 
dent of PaineWebber’s Private Client Group. I am also a member 
of the Board of Directors of the Securities Industry Association. 

First of all, let me say I appreciate the opportunity to present 
PaineWebber’s views on H.R. 10 and the Financial Services Act of 
1999. PaineWebber commends you for your efforts and those of this 
subcommittee to enact desperately needed legislation to modernize 
the regulation of the United States financial services industry. 

I manage PaineWebber’s retail brokerage business. We have over 
18,000 employees in 300 offices around the United States. Passage 
of H.R. 10 is essential to providing PaineWebber and the entire se- 
curities industry fair access to compete globally and nationally. 
This is a dynamic time in the financial services industry with the 
demographic shifts in the aging baby boomers and the increasing 
numbers of companies changing their pension plans from defined 
benefit to defined contribution. Each of these actions contribute to 
the creation of 50 million individual pension plan managers. These 
significant domestic shifts, along with global competitive chal- 
lenges, present the platform for my appearance today, urging you 
to pass H.R. 10 this year. 

Mr. Chairman, my message is simple. The securities industry 
strongly supports financial services modernization and urges this 
subcommittee, the Commerce Committee, the House, and the Sen- 
ate to pass it promptly. 

Last year, the House capitalized on a unique opportunity for the 
passage of financial services modernization legislation when large 
segments of the banking, securities and insurance industries were 
able to reach a series of compromise positions on issues that had 
previously divided them and that had previously prevented legisla- 
tion from being enacted. We believe the opportunity created last 
year for passage of financial services legislation still exists, and we 
urge the House to act swiftly to pass this legislation. 

PaineWebber believes that there is more than one approach to 
modernize the regulatory framework for the financial services in- 
dustry. For the securities industry to support the legislation, it 
should satisfy three fundamental principles: first, maintaining 
functional regulation; second, providing a two-way street; and fi- 
nally, fostering competition without Federal subsidies. For the leg- 
islation to be successful, it should incorporate the compromise pro- 
visions agreed to by industry and also by Members of Congress. 

These provisions, particularly the functional regulation of bank 
securities activities are not only good public policy, but they also 
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remove the disagreements that have derailed this legislation many 
times in the past. Today, financial institutions are affiliating with 
one another at an accelerating speed under a regulatory system 
that was intended to ban such affiliations. In the last 2 years, 
banks have acquired more than 50 securities firms. Mergers and 
acquisitions are occurring in spite of significant and anticompeti- 
tive regulatory obstacles. 

For example, currently, banks can acquire securities firms while 
securities firms generally cannot acquire commercial banks. The fi- 
nancial services industry will continue to evolve in response to cus- 
tomers’ demands, but it is simply not desirable, nor possible, to 
maintain the status quo. The fundamental policy question for Con- 
gress is not whether these affiliations should occur, but what regu- 
latory systems should govern the combined entities. Surely it 
should not be the current patchwork regulatory structure that 
gives some financial institutions unfair and irrational competitive 
advantage over others. 

PaineWebber supports key provisions of H.R. 10 because they go 
a long way toward meeting the three principles upon which any 
new financial legislation should be built. The first principle, func- 
tional regulation, would require one regulatory agency to apply the 
same set of rules to the same activity engaged in by any financial 
institution regardless of the type of financial institution it may be. 
Under H.R. 10, most securities activities would be performed out- 
side of a bank, except for a small number of carefully defined secu- 
rities activities that traditionally have been conducted in banks 
with the benefit of SEC, SRO, and State securities regulation. 

After years of negotiation, the securities and banking industries 
developed a set of functional regulation provisions that permitted 
banks to continue to engage in certain securities activities that 
banks had traditionally provided to their customers as an adjunct 
to their banking services, but that required full-scale brokerage op- 
erations be conducted outside of the bank in an SEC- and NASD- 
regulated brokerage affiliate. Notably, PaineWebber is not aware of 
any significant opposition in either the banking or the securities in- 
dustries to these functional regulation provisions. PaineWebber 
supports the strong regulation provisions in H.R. 10. 

Second, the legislation generally provides for a two-way street by 
permitting securities firms, insurance firms and banks to freely af- 
filiate with one another on the same terms and conditions and to 
engage in any activity that is financial in nature. 

Third, PaineWebber supports the holding company affiliate struc- 
ture. But importantly, H.R. 10 allows for the SEC to regulate secu- 
rities activities whether they are conducted in an affiliate under a 
holding company structure or in an operating subsidiary of a bank. 
PaineWebber believes that this would, at a minimum, ensure that 
securities activities are regulated by the appropriate experienced 
authority. 

Mr. Chairman, in the last session, PaineWebber supported H.R. 
10 and worked actively to pass it. The bill presented a series of 
compromises by every sector of the financial services industry. We 
supported the bill because we were, and we are, committed to 
maintaining the delicate consensus compromise that emerged 
among all of the participants. PaineWebber has worked with you. 
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Chairman Oxley, members of this subcommittee, others in Con- 
gress and many in the financial services community to reach a 
number of the compromise positions that are reflected in H.R. 10. 
The progress we have made cannot be overstated. Passage of the 
financial services modernization legislation is vital to maintaining 
the global competitiveness as well as the financial products and 
services for our individual customers. 

Mr. Chairman, we look forward to working with you, members 
of your subcommittee, as well as the House, Senate and adminis- 
tration to enact financial services legislation reform this year. 
Thank you. 

[The prepared statement of Mark B. Sutton follows:] 

Prepared Statement of Mark B. Sutton, President, Private Client Group, 
PaineWebber Group, Inc. 

Chairman Oxley and members of the Subcommittee, I am Mark B. Sutton, Presi- 
dent Private Client Group, PaineWebber Group, Inc. I am also a member of the 
Board of Directors of the Securities Industry Association. I appreciate the oppor- 
tunity to present the views of PaineWebber on H.R. 10, the Financial Services Act 
of 1999. PaineWebber commends you for your efforts Mr. Chairman, and those of 
this Subcommittee, to enact desperately needed legislation to modernize the regula- 
tion of the United States financial services industry. PaineWebber is optimistic that 
this year Congress will pass, and the President will sign into law, widely supported 
financial services modernization legislation. We look forward to working with you 
and members of this Subcommittee to achieve this result. 

I manage PaineWebber’s entire retail brokerage business. We have over 7000 fi- 
nancial advisors and over 300 offices around the United States. Passage of H.R. 10 
is essential to providing PaineWebber and the entire securities industry fair access 
to compete globally and nationally. This is a dynamic time in the financial services 
industry with the demographic shifts in the aging baby boomers and the increasing 
shifts in companies’ pension plans from defined benefit to defined contribution in 
effect, contributing to the creation of 50 million individual pension planners. These 
significant domestic shifts, along with global competitive challenges, present the 
platform for my appearance today in urging you to pass H.R. 10 this year. 

My message today is simple. The securities industry strongly supports financial 
services modernization legislation and urges this Subcommittee, the Commerce 
Committee, the House, and the Senate to pass it promptly. Last year, the House 
capitalized on a unique opportunity for the passage of financial services moderniza- 
tion legislation when large segments of the banking, securities and insurance indus- 
tries were able to reach a series of compromise positions on issues that previously 
had divided them. We believe the opportunity created last year for passage of finan- 
cial services modernization legislation still exists, and we urge the House to act 
swiftly to pass legislation this session. 

PaineWebber shares the concerns of certain members of this Subcommittee that 
H.R. 10 has flaws. But reform of existing financial services regulations must be 
viewed in a realistic context. After more than 60 years of operating under the cur- 
rent regulatory structure, banks, thrifts, insurance companies and agents, securities 
firms, consumer groups, financial services regulators, executive agencies and others 
have legitimate, competing and often conflicting views of how the financial services 
industry should be regulated. Due in part to the large number of competing inter- 
ests, financial services modernization legislation has stalled in every congressional 
session in recent memory. In this environment, no bill can be “perfect,” because each 
bill will represent a compromise in which each industry may get some, but not all, 
of its favored solutions. It, therefore, is left to Congress to resolve these competing 
interests and develop legislation that is in the national interest. 

Under the current regulatory system, banks are rapidly acquiring securities firms 
and banking regulators are being forced to devise new ways to regulate and super- 
vise their bank securities affiliates — a role previously the exclusive domain of the 
Securities and Exchange Commission (SEC). Neither securities customers nor the 
financial services industry benefits from the ad hoc and duplicative regulatory 
scheme that has developed. And the longer regulators debate ever finer points of 
jurisdiction and competing regulatory schemes, the more deeply and permanently 
entrenched the banking industry and regulators become in the securities industry. 



161 


The regulatory system under H.R. 10, warts and all, is significantly superior to the 
current system for financial services consumers and firms alike. 

Congress has the opportunity to build upon the momentum generated last year 
and act swiftly to pass legislation. To lose this opportunity would be highly unfortu- 
nate for the financial services industry, which is laboring under an antiquated and 
often counterproductive regulatory system. Moreover, it would be a loss for the 
American public, who, as consumers of financial products and services, are not re- 
ceiving the benefits of competition and innovation that would result from financial 
services modernization legislation. 

The need for prompt financial services modernization legislation is compelling. As 
I mentioned earlier, today financial institutions are affiliating with one another at 
a dizzying speed. What’s more, these affiliations are occurring under a statutory sys- 
tem that originally was intended to ban such affiliations. These affiliations are the 
result of ad hoc decisions by banking regulators that have permitted banking orga- 
nizations to acquire securities firms, while securities firms generally remain prohib- 
ited from acquiring commercial banks. This is the case, because, under current law, 
if a securities firm were to acquire a bank, the combined entity would become sub- 
ject to the Bank Holding Company Act and the Glass Steagall Act, even though 
these laws were not designed to accommodate many of the ordinary and customary 
activities of securities firms (such as securities underwriting and dealing, the dis- 
tribution of mutual funds, merchant banking, venture capital, commodities and var- 
ious other activities). Also, many of the current restrictions on bank affiliates were 
imposed prior to the invention of computers, fax machines, ATMs, the Internet, and 
various other technological innovations that have transformed the financial services 
industry. Statutory impediments more than 60 years old make little sense in today’s 
technologically sophisticated highly competitive and global financial world. 

Still, financial services providers continue to affiliate under the current regulatory 
framework, despite outdated restrictions that unfortunately increase the cost of af- 
filiations and limit the competitiveness of the combined firms. In the last two years, 
banks have acquired more than 50 securities firms. Financial services firms affiliate 
in response to their customers’ and clients’ demands and to remain competitive in 
the financial marketplace. The financial services industry will continue to evolve re- 
gardless of whether financial services modernization legislation is enacted. It is sim- 
ply not desirable or possible to maintain the status quo. The fundamental policy 
question for Congress is not whether these affiliations should occur, but what regu- 
latory system should govern the combined entities. Surely, it should not be the cur- 
rent patchwork regulatory scheme that gives some financial institutions unfair and 
irrational competitive advantages over other financial institutions. PaineWebber be- 
lieves these combined entities should be regulated under a system similar to that 
contemplated under H.R. 10. Providing financial services in functionally regulated 
entities that may affiliate with one another in a holding company structure will en- 
hance the competitiveness of all financial services firms, ensure investor protection, 
and assure the appropriate level of protection for depositors and the deposit insur- 
ance fund. 

The U.S. securities industry is perhaps as competitive as any industry in the 
world. It is in part a result of that competition — including the ability to affiliate 
with entities other than banks — that the U.S. capital markets are the world’s larg- 
est and most liquid. In the securities markets, one need only look at the vast choices 
in products, services, providers, and methods of compensation to see how competi- 
tion has greatly benefited investors. Consumers can invest in stocks, bonds, and 
thousands of mutual funds. They can choose a full-service provider or a financial 
planner to receive advice on managing their assets. More independent and knowl- 
edgeable investors can use a discount firm to execute their transactions. Alter- 
natively, consumers can make their trades electronically over the Internet for a frac- 
tion of the cost of just a few years ago. Investors can choose to compensate their 
broker in a traditional commission arrangement, a flat-fee basis, or as a percentage 
of assets under management. These changes greatly benefit investors and are the 
direct result of a highly diverse, competitive industry that is willing and able to in- 
vest the capital needed to meet the demands of its customers. Passage of financial 
services modernization legislation would bring the benefits of competition, including 
cost savings estimated at $15 billion over three years, to the entire financial services 
marketplace. 

Mr. Chairman, PaineWebber generally supports H.R. 10 for several reasons. 

First, H.R. 10 has an appropriate definition of “financial in nature,” which gov- 
erns the types of activities in which financial holding companies may engage. Per- 
missible activities also would include activities that are incidental or complementary 
to activities that are financial in nature, in order to permit securities, insurance and 
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other types of financial services firms to continue providing long-standing and im- 
portant services to their customers. 

Second, H.R. 10 would create a new regulatory structure that would enhance the 
competitiveness of financial services firms by permitting securities firms, insurance 
companies, and banks to freely affiliate in a holding company structure. This would 
increase competition between financial services firms, thus reducing costs and giv- 
ing consumers more choices. It also would help the U.S. financial services industry 
maintain its preeminent status in the global economy. Under H.R. 10, the holding 
company would be regulated by the Federal Reserve Board. Each of the subsidiary 
financial institutions engaging in a securities business would be registered as a 
broker-dealer and would be functionally regulated by the SEC, thereby bolstering 
investor protection and fair competition. 

Third, H.R. 10 would give customers more choices. Many individuals and cor- 
porate customers worldwide are demanding to have all their financial needs met by 
a single firm. The ability of securities firms, insurance companies, and banks to af- 
filiate would allow a single financial services firm to meet those needs. Individuals 
could choose a full-service provider because they value something as simple as a sin- 
gle monthly statement showing their checking account balances, securities holdings, 
retirement account investments and insurance policy values. 

Fourth, the legislation generally provides for a two-way street, by permitting secu- 
rities firms, insurance companies, and banks to freely affiliate with one another, on 
the same terms and conditions, and to engage in any activity that is financial in 
nature. 

Fifth, H.R. 10 would create wholesale financial institutions (“WFIs”), which are 
banks that do not accept deposits that are insured by the federal government — that 
is, they generally do not accept deposits under $100,000. WFIs would provide com- 
mercial banking services to institutional customers without imposing any risk to the 
bank insurance fund or U.S. teixpayers. 

Significantly, the legislation would require each financial institution to be func- 
tionally regulated. One regulatory agency should apply the same set of rules to the 
same activity engaged in by any financial institution, regardless of the type of insti- 
tution it may be. PaineWebber strongly believes that the SEC, the securities self- 
regulatory organizations (“SROs”), and the state securities regulators should oversee 
securities activities regardless of what entity performs those activities. Similarly, 
the appropriate federal or state-banking regulator should regulate banking activi- 
ties, and the appropriate state insurance regulator should regulate insurance activi- 
ties. 

Functional regulation assures that the most knowledgeable regulator is super- 
vising a financial services institution’s diverse activities. In the securities markets, 
all participants would be equally subject to the principle of complete and full disclo- 
sure and regulation by the SEC and SROs. The guiding principle of disclosure pro- 
tects investors, encourages innovation, and promotes fair markets. Indeed, under 
this regulatory structure, the U.S. capital markets have set the global standard for 
integrity, liquidity, and fairness. Investors understand the protections they are af- 
forded and market participants understand their obligations. 

Moreover, functional regulation eliminates regulatory discrepancies and the re- 
sulting competitive advantages between financial services firms engaging in the 
same activities. Under H.R. 10, all securities activities would be performed outside 
of a bank, with the benefit of SEC, SRO and state securities administration regula- 
tion, except for a small number of carefully defined securities activities that tradi- 
tionally have been conducted in banks. 

After years of negotiation, the securities and banking industries developed a set 
of functional regulation provisions (1) that permit banks to continue to engage in 
certain limited securities activities that banks traditionally have provided to their 
customers as an adjunct to their banking services, but (2) require all other securities 
activities be conducted outside of the bank in an SEC- and SRO-regulated brokerage 
affiliate. Notably, PaineWebber is not aware of any significant opposition — in either 
the banking or securities industries — to these functional regulation provisions. 
PaineWebber supports H.R. 10 in part because it incorporates the functional regula- 
tion provisions. 

I would note that PaineWebber supports the holding company/affiliate structure. 
Importantly, however, although H.R. 10 allows for securities activities to be con- 
ducted in an operating subsidiary of the bank, the SEC is expressly authorized to 
regulate the securities activities of the operating subsidiary, as well as to regulate 
such activities if conducted elsewhere in the holding company. PaineWebber believes 
that this ensures that securities activities are regulated by the appropriate, experi- 
enced authority-the SEC, the National Association of Securities Dealers, Inc., New 
York Stock Exchange, and other securities regulators. 
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Mr. Chairman, last session PaineWebber and many other securities firms sup- 
ported H.R. 10 and worked actively to pass it. That bill, while not perfect, rep- 
resented a series of compromises by every sector of the financial services industry. 
Although there were a number of provisions that PaineWebber believed could be im- 
proved, we supported the bill because we were committed to maintaining the deli- 
cate compromise that had achieved consensus among all the participants. H.R. 10 
represented a fair and thoughtful approach to balancing the competing interests of 
a wide range of financial services providers and regulators, and it is a vast improve- 
ment over our current regulatory system. 

PaineWebber remains committed to working with the Commerce Committee to 
pass a consensus version of H.R. 10. However, if changes are to be made to the bill, 
we recommend the following: 

• Increasing securities firms’ ability to affiliate. Securities firms, insurance compa- 

nies, and other diversified financial firms currently may affiliate with non-fi- 
nancial firms. PaineWebber believes that financial services modernization legis- 
lation should reflect current market practices and permit commercial affiliations 
to continue. Existing commercial affiliations have not weakened securities, in- 
surance, and other financial services firms, and there is no reason to believe 
that permitting banks to similarly affiliate with commercial companies will en- 
danger banks. Indeed, the experience under the unitary thrift charter, which 
currently permits commercial firms to own or affiliate with a thrift, is powerful 
empirical support for this view. 

• Broadening the description of permissible merchant banking activities to assure 

that current market practices are not inadvertently restricted. For example, be- 
cause of the restrictions in H.R. 10 against a securities firm becoming involved 
in a company’s day-to-day management operations, the securities firm might be 
unduly limited in its ability to interact with the management of a company it 
acquired in a merchant banking transaction. Similarly, the securities firm 
might be required to divest that company in a “fire sale” because of the bill’s 
restrictions on the length of time the company could be owned. 

PaineWebber has worked with you, Mr. Chairman, members of this Sub- 
committee, others in Congress, and many in the financial services community to 
reach a number of the compromise positions that were reflected in H.R. 10. The 
progress we made cannot be overstated. Passage of financial services modernization 
legislation is vital to the financial services industry in general and to the securities 
community in particular. 

Mr. Chairman, we look forward to working with you, members of your Sub- 
committee, as well as the House, Senate, and Administration to enact financial serv- 
ices reform legislation this year. 

Mr. Oxley. Thank you, Mr. Sutton. 

Let’s go now to Iowa and hear from Mr. Arnold Schultz. 

STATEMENT OF ARNOLD SCHULTZ 

Mr. Schultz. Thank you, Mr. Chairman, members of the com- 
mittee. I am Arnie Schultz, Chairman of the Grundy National 
Bank, a $106 million community bank in Grundy Center, Iowa. We 
have been in business since 1934, serving the consumer, business 
and agriculture needs of our community. Thank you for giving me 
the opportunity to share my views on the financial reform legisla- 
tion currently before your committee. 

You asked that I testify on the operating sub issue. Let me say 
I support the position of Fed Chairman Alan Greenspan that risky, 
new activities that are authorized under this bill should be pushed 
out into separate capitalized affiliates of the holding company. 
Chairman Greenspan argues that the holding company structure is 
superior for two reasons. One of those reasons is to minimize the 
Federal subsidy arising from the Federal safety net that would flow 
to operating subs. The second is to protect the safety and sound- 
ness of our banking and financial system. I will limit my comments 
today to the safety and soundness issue. 
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One of the consequences of this bill will be for the emergence of 
large financial conglomerates. For example, a large commercial 
bank could merge with a securities firm that deals in derivatives 
which, in my judgment, is a risky line of business. If an op-sub in- 
curred a rapid loss of capital from its derivative activities, it would 
immediately put pressure on the commercial bank to come to its 
rescue. The same reasoning applies to risky merchant banking ac- 
tivities. If trouble arises, and if the bank was also too big to fail, 
the Federal Reserve discount window would likely feel the pressure 
first, followed by the FDIC and ultimately, depending upon the size 
of the institution, the taxpayer. 

Protection of the Federal safety net is crucial and is best served 
by the holding company structure. Shielding risky activities from 
the bank will provide maximum protection for the deposit insur- 
ance fund. 

I would hate to see the failure of a large multinational bank jeop- 
ardize the solvency of the FDIC Fund because of its involvement 
in risky, nontraditional bank activities. As a community banker 
who is not protected by the “Too Big To Fail” doctrine, deposit in- 
surance is the lifeblood of my operation. The bill that was reported 
out of the House Banking Committee would give the Fed some 
oversight over op-sub activities, but it doesn’t provide maximum in- 
sulation of risky activities from the core bank and from the Federal 
safety net, as would the holding company structure. 

Mr. Chairman, I would like to also briefly comment on the uni- 
tary thrift issue, which is a major significant public policy issue 
that risks getting lost in the shuffle as the most powerful men in 
the world fight over CRA and op-sub. How this issue is resolved 
will have a profound impact on our future economic and financial 
structure and on our diversified financial system. 

Under current law, there are no restrictions on what a unitary 
thrift company can own or who can own a unitary thrift, including 
commercial firms. The case against mixing banking and commerce 
is well established. 

Taking this issue to the community banking level, if a bank such 
as mine owned a grocery store, why would I want to lend money 
to someone else who wanted to open a competing grocery store in 
our community? While the bill before you partially closes the uni- 
tary thrift holding company loophole by prohibiting the chartering 
of new unitaries owned by commercial firms, it fails to close the 
loophole completely and allows each of the 600 or so grandfathered 
unitary thrifts, most of which are not currently owned by commer- 
cial companies, it allows them to be acquired by commercial firms. 

Chairman Greenspan has warned that these kinds of affiliations 
pose serious safety and soundness hazards. We believe it, and I 
think I heard Secretary Rubin state this morning that he would 
also concur. I believe strongly that the unitary thrift holding com- 
pany loophole should be closed, and that grandfathered unitaries 
should not be allowed to be acquired by commercial firms. 

Finally, Mr. Chairman, my written testimony spells out my con- 
cerns with the insurance language in the House Banking Com- 
mittee version of H.R. 10. Community banks like mine will be fac- 
ing cross-marketing competition from financial conglomerates like 
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Citigroup and it is important that our ability to retail insurance 
products not be undermined. 

Mr. Chairman, that concludes my testimony. Thank you for the 
opportunity to present my views. I would be pleased to respond to 
questions at a later time. 

[The prepared statement of Arnold Schultz follows:] 

Prepared Statement of Arnold Schultz, Board Chairman, Grundy National 

Bank 

Mr. Chairman, Members of the Committee, my name is Arnold Schultz, and I am 
Board Chairman of The Grundy National Bank in Grundy Center, Iowa. I am also 
president and CEO of GNB Bancorporation, a two-bank holding company that owns 
100 percent of Grundy National Bank and Ackley State Bank, a state-chartered 
bank in Ackley, Iowa. Both banks have multiple-line insurance agencies. In addi- 
tion, Ackley State Bank recently formed an operating subsidiary that purchased 
Kastendick and Associates, which holds a general agents contract for the sale of 
Blue Cross and Blue Shield health insurance products directly and through 20 sub- 
agents in Iowa. 

My bank, which is located in a farming community of 2,500 people in central 
Iowa, has approximately $106 million in assets and $85 million in deposits. We have 
two branches and 37 full time employees. We have been in business, serving the 
consumer, business and agricultural needs of our community, since 1934. 

Thank you for giving me this opportunity to share my views on the financial re- 
form legislation currently before this Committee. By way of back^ound, I have just 
completed my second 3-year term as a member of the Board of the Federal Reserve 
Bank of Chicago — an elected position. I am also the first community banker to serve 
on FASAC, the advisory council to FASB, and I am the present chairman of the 
Bank Operations Committee of the Independent Community Bankers of America 
(ICBA). 

You asked that I testify on the operating subsidiary issue, that is, what activities 
are appropriate to be conducted in an operating subsidiary of a national bank, 
versus what activities should be pushed out into an affiliate of the bank’s holding 
company. I would be pleased to respond to this issue, and share with you my views 
on several other aspects of the legislation that is before you, H.R. 10, the Financial 
Services Act of 1999. 

Op-Sub Issue 

Mr. Chairman, I support the position of Federal Reserve Board Chairman Alan 
Greenspan that new, risky activities — those other than agency activities that are 
not now permissible for national banks but would be authorized under this bill — 
should be shielded as much as possible from the national bank itself and conducted 
in a separately capitalized affiliate of the holding company. 

The formation of a holding company is not that difficult and, in my case — like 
many other community banks — it was done originally for the purpose of maintaining 
a market for company stock which enables us to continue to operate as a locally 
owned community bank. 

Chairman Greenspan argues that the holding company structure is superior for 
two reasons — to minimize the federal subsidy arising from the Federal safety net 
that would flow to operating subsidiaries, thereby creating a competitive advantage 
over non-bank entities; and to protect the safety and soundness of our banking and 
financial system. 

Mr. Chairman, I do not feel qualified to comment on whether or not the sovereign 
credit of the United States produces a subsidy that would accrue to an operating 
subsidiary to the competitive detriment of other corporate structures. There appears 
to be some disagreement on this subject. 

As a national banker, I am more qualified to make observations on whether or 
not these risky new activities would pose a safety and soundness problem to the 
bank. 

One of the consequences of this bill will undoubtedly be the emergence of more 
very large financial conglomerates combining various elements of the financial serv- 
ices industry and more cross-financial services industry mergers generally. For ex- 
ample, a large commercial bank could merge with an insurance company under- 
writing property and casualty insurance and a securities firm that deals in deriva- 
tives. Insurance underwriting and derivatives are very risky activities. If either the 
insurance component or the securities component got into financial trouble, it would 
immediately impact the commercial bank component that is in the universal bank 
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structure, and put pressure on the commercial bank to directly fund the insurance 
and securities departments out of their difficulties. In the event of failure or too- 
big-to-fail rescue, this would put immediate pressure on the federal safety net. The 
Federal Reserve discount window would likely feel the pressure first. Then, the 
FDIC would feel the pressure, and ultimately — depending on the size of the too-big- 
to-fail institution — the taxpayer. 

In these situations, we believe it is imperative to build in meiximum insulation 
of the risky activities from the bank component of the financial conglomerate. The 
holding company structure does this. 

If the risky activities were conducted in an operating subsidiary of a universal 
bank structure, the threat to the bank is even greater. Any losses experienced in 
the subs would impact the bank’s capital. By contrast, losses incurred by a holding 
company affiliate would not impact the bank’s capital. Thus, the holding company 
structure better insulates the bank. 

Deposit Insurance Protection 

Protection of the deposit insurance fund is and will remain the top priority of all 
community bankers. As a community banker who is not protected by the too-big- 
to-fail doctrine, deposit insurance is the lifeblood of my operation. 

Community banking is not what it was 30 years ago, when in many communities 
the only place to invest your money was in the local bank. Today, we compete with 
tax-free credit unions and farm credit associations, with mutual funds you can buy 
over the Internet, with Edward Jones offices in virtually every small community 
that soon may be offering a full array of banking services under its unitary thrift 
charter, and with a public equities market that has not faced a real down market 
in more than a decade. 

We pay an insurance premium for deposit insurance and we would differ with 
Chairman Greenspan that there is a subsidy. It would damage the FDIC and be a 
misuse of banker premiums to stretch the deposit insurance safety net to cover 
losses of merchant banking or securities underwriting subsidiaries that threaten to 
bring down a universal bank. 

The bill that was reported out of the House Banking Committee and is before you 
now would permit an operating subsidiary of a national bank to engage in any 
banking activity, and in any activity that is financial in nature or incidental to fi- 
nancial in nature, except insurance underwriting and real estate development. Re- 
quiring, as the bill does, that a bank over $10 billion in assets must have a holding 
company if it wants to engage in financial activities through an op sub, does give 
the Federal Reserve some oversight over the entire entity. But this doesn’t provide 
maximum insulation of merchant banking and securities underwriting activities, 
and losses from the core bank, as the holding company structure would. 

The House bill also provides the Federal Reserve sole authority to prescribe regu- 
lations and issue interpretations regarding merchant banking activities. The bank 
I am associated with does not engage in merchant banking activities, but my gut 
instinct tells me that these are risky indeed. And one must look with great concern 
at the Senate Banking Committee bill which permits commercial banks to hold in- 
definitely the securities of a commercial firm underwritten by a different component 
of a financial conglomerate while operating the commercial firm on a daily basis. 

Again, allowing such activities through a universal bank structure brings them 
that much closer to the federal safety net. I would much prefer to see the bill 
amended to push all risky new activities, including merchant banking and non-gov- 
ernment securities underwriting, into a separately capitalized affiliate of the holding 
company, thus providing maximum insulation of the safety net, including the de- 
posit insurance fund. This is Chairman Greenspan’s position and we support this 
position. 

Down the road, small national banks like mine could become interested in under- 
writing local government issues directly from the bank — but I don’t believe this de- 
tracts from my strong support of Chairman Greenspan’s position. I also applaud the 
initiatives of the OCC in bringing about a heightened awareness of the opportuni- 
ties afforded banks by forming operating subsidiaries for activities that do not pose 
safety and soundness problems. 

Mixing Banking and Commerce 

Mr. Chairman, with your indulgence I would like to briefly comment on two other 
provisions in the bill that trouble community banks greatly. The first is the mixing 
of banking and commerce. This is an enormously significant public policy issue that 
risks getting lost in the shuffle as the most powerful men in the world fight over 
CRA and the operating subsidiary. How this issue is resolved will have a profound 
impact on our economic and financial structure, which is the envy of the world, and 
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on our diversified financial system which has created the remarkable small business 
infrastructure of our Nation. 

The case against mixing banking and commerce is well established, with both 
Chairman Greenspan and Secretary Rubin, in congressional testimony earlier this 
year, raising serious concerns about eroding the walls separating banking and com- 
merce. Allowing the common ownership of banks and commercial firms could lead 
to “crony capitalism,” and undermine the impartial allocation of credit, which is the 
foundation upon which our financial system is based. Taking this issue to the com- 
munity banking level, why would a bank that owned a grocery store want to lend 
money to someone who wanted to open a competing grocery story in the community? 
Credit must be allocated impartially and on merit — not on the basis of ownership 
considerations. 

There are two ways in which banking and commerce can be mixed. The first is 
through a “commercial basket,” which would allow banks to acquire a “basket” of 
commercial holdings with certain restrictions based on asset size or earnings. Wise- 
ly, this concept was rejected by the full House and the Senate Banking Committee 
last year and has not been reincarnated in this legislation. It was, unfortunately, 
kept very much alive in the merchant banking language in this year’s Senate Bank- 
ing Committee bill. 

Unitary Thrift Holding Company Loophole 

The second way in which banking and commerce can be, and is, mixed, is through 
the unitary thrift holding company loophole. Under current law, there are no re- 
strictions on what a unitary thrift holding company can own, or who can own a uni- 
tary thrift, including commercial firms. This, of course, runs counter to the prohibi- 
tion against bank and commercial affiliations, despite the fact that there is very lit- 
tle difference between a bank and a thrift. 

While the bill before you partially closes this loophole by prohibiting the char- 
tering of new unitaries owned by commercial firms, it fails to close the loophole com- 
pletely and allows each of the 600-or so grandfathered unitary thrifts (most of which 
are not currently owned by commercial companies) to be acquired by commercial 
firms. Equally troubling is the fact that under the bill, there are no restrictions on 
who could buy what unitary, leaving open the possibility, for example, for a large 
commercial firm to buy Washington Mutual, the largest unitary thrift in the world. 

Chairman Greenspan has warned that these kinds of affiliations pose serious 
safety and soundness hazards. We believe Secretary Rubin concurs. In the current 
strong economic climate, commercial firms have shown considerable interest in get- 
ting into the banking business. But we all know that this boom period will not last 
forever. Commercial firm ownership of banking could have negative consequences in 
the future because of their lack of experience in assessing credit and other bank- 
related risk. Again, let’s not follow the failed paths of Japan and other Pacific Rim 
nations. 

I believe strongly that the unitary thrift holding company loophole should be 
closed completely and for good. Grandfathered unitaries should not be allowed to be 
acquired by commercial firms. 

Discriminatory Insurance Provisions 

I also would like to comment briefly on the insurance sales provisions in this leg- 
islation. A fair reading of the insurance sales language in this bill has to conclude 
that banks seeking to retail insurance products are disadvantaged. For example, the 
bill spells out in thirteen separate paragraphs thirteen specific ways in which states 
can pass laws that discriminate against insurance sales by national banks. These 
so-called “safe harbors” range from permitting discriminatory restrictions in adver- 
tising, to rules governing the payment of commissions, to where a customer’s files 
may be kept in a bank. In addition, the bill provides that a state may impose any 
other restrictions on insurance sales in banks that are no more burdensome than 
these 13 “safe harbors.” 

These “safe harbors” will have the effect of making it very difficult for a national 
bank to get into, or remain in, the insurance business. It seems to me that in to- 
day’s financial world, where regulators have authorized the common ownership of 
Citicorp and Travelers, such restrictions are not only anti-competitive, but also ab- 
surd. 

We also note that without judicial deference being accorded to the OCC (just as 
it is any other federal agency), any challenges relating to interpretations of how fu- 
ture state laws impact national banks could end up in the courts for years. 

What banks get in return is a shell of the Barnett standard. We get a “non-dis- 
crimination” standard that applies only if state laws expressly distinguish and dis- 
criminate against depository institutions, have a “substantially more adverse” im- 
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pact on banks, or if the state law “effectively prevents” the bank from selling insur- 
ance. 

This is what Comptroller of the Currency John Hawke had to say about these pro- 
visions at a recent banking convention: 

“One of the most controversial issues in the financial modernization legisla- 
tion has arisen from the efforts of the independent insurance agents to burden 
banks with restrictions that would encumber their ability to sell insurance as 
agents in a free and competitive marketplace. And the most recent formulations 
of those efforts have been embodied in H.R. 10 and they include a list of so- 
called sale harbors — 13 paragraphs describing areas in which states will be free 
to discriminate against banks with impunity. We think that banks should be 
treated on a completely non-discriminatory basis with respect to the sale of in- 
surance — they shouldn’t be treated differently from any other individual or enti- 
ty licensed to sell insurance in the state. And we certainly should not tolerate 
laws that prohibit bank-related entities from selling insurance and as I’m sure 
you know that Comptroller of the Currency’s office has taken a vigorous posi- 
tion on that issue in litigation. But this legislation would essentially empower 
the states — state legislatures — to adopt with impunity legislation that discrimi- 
nates against banks . . .” 

Most banking lawyers agree with Comptroller Hawke’s interpretation. 

Mr. Chairman, selling insurance as an agent is not a risky activity. We are not 
talking about underwriting insurance and assuming the actuarial risks. We are 
talking about selling a policy across a counter for a fee. Many community banks, 
like mine, already struggling to maintain their core deposits and compete with teix- 
free credit unions and farm credit associations, will want to get into this activity 
to diversify their earnings if they are not already there. And our getting into the 
business is very pro-competitive and pro-consumer in the emerging world where any 
large insurance company will be able to own a bank and cross market all its prod- 
ucts. But if the language in this legislation remains intact, insurance sales in banks 
will be in real jeopardy in many states. 

Closing 

Mr. Chairman, that concludes my testimony. Thank you, again, for the oppor- 
tunity to present my views. I would be pleased to respond to any questions. 

Mr. Oxley. Thank you, Mr. Schultz. Thank you for coming all 
the way from Iowa for this. 

Mr. Zimpher. 

STATEMENT OF CRAIG W. ZIMPHER 

Mr. Zimpher. Mr. Chairman, members of the subcommittee, 
thank you very much for the opportunity to be here today. This is 
the second opportunity and privilege I have had to appear before 
your committee on this important issue. So on my behalf and 
Nationwide’s behalf, we appreciate the opportunity for input today. 
I just trust that today’s experience and prior experiences will not 
prove to be the victory of hope over experience, however, on final 
enactment and passage and enactment of H.R. 10, which we cer- 
tainly are pleased to endorse today and endorse and support your 
efforts. 

Mr. Chairman, my testimony has been submitted and I am going 
to try to just very briefly summarize a couple of key points in that 
testimony that we are interested in. 

First, as we testified last year and we want to do again today, 
is our strong support and belief in the issue of functional regulation 
which you have heard a great deal about already by preceding wit- 
nesses and testimony. My predecessor on the prior panel, Mr. Nich- 
ols and his organization, the NAIC, outlined what could be serious 
consequences if functional regulation were eroded, or if it were 
eroded by this bill. 

We would certainly agree with their testimony and support any 
effort to prevent that. As a matter of fact, on page 10 of our testi- 



169 


mony, we make the statement that to exempt, either advertently 
or inadvertently, insurance offered by banks from State regulation 
would be unsound and counterproductive to protecting consumers 
of insurance products. 

Just as important as we believe functional regulation is for lev- 
eling the playing field through which and on which various finan- 
cial products will ultimately be offered by different industries, we 
believe there are very strong and compelling consumer protection 
interests to continue the regime of State-based insurance regula- 
tion. 

Several instances come to mind, Mr. Chairman. Those safeguards 
include market-conduct examinations conducted by every State in- 
surance department; triennial financial and solvency examinations 
conducted of all companies by departments; the applications of fair 
claims practice laws; guarantee funds in place in every State for 
both property casualty and life insurance policies for payments in 
cases of insolvencies; licensing and continuing education require- 
ments for agents; consumer complaint and inquiry resolution proce- 
dures in place in all 50 States; and policyholder surplus investment 
regulations and supervision in place in all 50 States. So we strong- 
ly encourage the continuation of functional regulation by State in- 
surance departments as it relates to the delivery — to the manufac- 
turing and delivery of insurance products. 

Second, Mr. Chairman, we would encourage the subcommittee to 
maintain the holding company structure that is contained in H.R. 
10 for mutual companies such as Nationwide. As it is currently 
structured and governed, this is the only practical governance 
structure for them to participate under the bill’s affiliation opportu- 
nities if it were to become law and avoid the dilemma of dual regu- 
lation, both at the State and the Federal level. 

Mr. Chairman, I will just conclude my comments there, and 
again I appreciate the opportunity to be here. 

[The prepared statement of W. Craig Zimpher follows:] 

Prepared Statement of W. Craig Zimpher, Vice President of Government 
Relations, Nationwide Insurance Enterprise 

Mr. Chairman and members of the subcommittee, my name is Craig Zimpher. I 
am Vice President of Government Relations for Nationwide Insurance, 
headquartered in Columbus, Ohio. Nationwide Insurance is a group of core insur- 
ance companies, including Nationwide Mutual Insurance Company, Nationwide Life 
Insurance Company, Nationwide Financial Services. Our products range from per- 
sonal auto, homeowners, commercial/workers’ compensation to life insurance, annu- 
ities, financial services, and health insurance. Our companies are licensed to engage 
in the business of insurance in all 50 states. In addition, Nationwide operates sev- 
eral affiliated insurance operations in Europe and has entered into partnerships 
with other companies to market our products in Asia and Latin America. 

I am honored to be with you today and intend to discuss Nationwide Insurance’s 
perspective on financial services modernization. These issues are significant and 
have vast public policy ramifications for they affect the financial security of millions 
of Americans. Overall, we are encouraged by the direction that Congress is taking 
on financial services reform. But, there are three major areas where we believe that 
problems could arise. I would like to discuss these areas today, specifically: 

1. The need to retain the mutual holding company structure for mutual insurers; 

2. The risk the use of operating subsidiaries pose to the solvency of financial service 

entities; and, 

3. The need for continued consumer protection at the state level. 

Nationwide continues to support H.R. 10. We believe that the bill represents a 
good compromise and an excellent place to begin the process of modernizing the na- 
tion’s financial services laws. However, absent the mutual holding company struc- 
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ture, mutual insurers that retain their unique corporate characteristics cannot par- 
ticipate fully in a post-financial services reform world. 

Under current law, utilization of the unitary savings and loan holding company 
is currently the only structural model available for an insurance company to affiliate 
with a depository institution. Some state laws may prohibit or impede the ability 
of a mutual insurance company to affiliate with a unitary savings and loan holding 
company. 

Mutual insurance companies are incorporated under state law for the benefit of 
their policyholders. Because mutuals do not have stockholders, they utilize a holding 
company structure, unless domiciled in a state that has adopted a mutual holding 
company act. Such statutes provide for the conversion of the mutual insurer into 
a stock company controlled by its mutual holding company parent. In addition, mu- 
tual insurers are subject to a variety of state laws that prohibit or limit the size 
of an investment the insurer can make in a bank subsidiary. 

While the language contained in H.R. 10 would allow any financial services com- 
pany to become a bank financial services holding company, for regulatory reasons 
there are only two practical ways a mutual insurer could affiliate with a depository 
institution: 

• Demutualize and create an upstream holding company; or, 

• Create a mutual insurance holding company. 

A mutual insurer could demutualize and create an upstream stock holding com- 
pany, which could form or acquire a bank as an affiliate of the insurance company. 
However, demutualization is not a solution many mutual insurers would be eager 
to adopt, as they are either committed to the mutual concept or do not want to un- 
dergo the disruption and significant costs posed by demutualization. The second op- 
tion is to permit a bank and an insurance company to become affiliates of one an- 
other and subsidiaries of a parent holding company. 

As you know, while the Bank Holding Company Act currently prohibits such af- 
filiations, federal financial services reform proposals would amend that Act to allow 
affiliations and, therefore, preempt state laws. This means that the state insurance 
laws would not apply to stock companies; however, mutual insurance companies, 
like Nationwide, still could not avail themselves of the holding company affiliation 
model unless they are domiciled in one of the 21 states that have laws permitting 
mutual insurance companies to convert to a mutual holding company structure. 
These include Iowa, Minnesota, Ohio, Pennsylvania, Rhode Island, Vermont, Mis- 
souri and California. 

As we understand it, some would like to prohibit the use of mutual holding com- 
panies. We would strongly oppose such a move and urge Congress not to prohibit 
mutual life and mutual property/casualty insurance companies from creating mu- 
tual holding companies under state law, in order to affiliate with depository institu- 
tions. Otherwise, you would condemn an entire sector of the financial services sector 
to a slow death, because mutual insurers would not be able to fully participate in 
the new financial services arena. 

Nationwide believes that all insurance activities should occur within an affiliate 
of a bank or financial services holding company, because this is the only way to 
guarantee functional regulation. Allowing these operations to occur in an operating 
subsidiary would defeat the concept of functional regulation and would lead to a 
dual regulatory system. 

Appealing features of the affiliate model include the following: 

1. It is consistent with functional regulation and so entails minimum federal intru- 

sion into the affairs of insurance company affiliates of the depository institution. 

2. There is no restriction on the types of activities that can be conducted in the hold- 

ing company; i.e. affiliations with non-financial commercial companies are per- 
mitted. 

3. It provides sufficient supervisory mechanisms and authority for appropriate over- 

sight for financial system stability. 

Nationwide believes that expansion of banking powers into the insurance busi- 
ness, absent continued state regulation of such business, would be misguided. We 
believe that state insurance regulation has worked effectively and efficiently for 
both those regulated and those protected, the consumers. To exempt the bank-owned 
insurance operations from such regulation would disrupt and distort the insurance 
marketplace across the country. 

Nationwide strongly endorses appropriate safeguards and provisions for state reg- 
ulation of insurance products, regardless of risk bearer or distributor of such prod- 
ucts. Our concern about bank exemption from insurance regulation has been height- 
ened by a series of rules and opinions issued by the Comptroller of the Currency 
over the past several years, that have unilaterally expanded insurance authority of 
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national banks. These rulings have allowed hanks to extend their reach into the in- 
surance area without proper regulatory oversight. 

One of the worst decisions by the OCC was the rule that would allow banks to 
engage in non-banking activities, including insurance underwriting, through down- 
stream operating subsidiaries. 

This last development, known as the final Operating Subsidiary Rule, is the most 
serious expansion of regulatory power yet undertaken by the OCC. The purpose of 
these regulations is to provide banks with the opportunity to engage in non-hanking 
activities though downstream operating subsidiaries, without oversight by state in- 
surance regulators. 

The Op-Sub rules, as they have become known, are purposely vague when it 
comes to who would regulate a hank’s insurance subsidiary. The OCC contends that 
certain safeguards would be imposed on an operating subsidiary engaging in activi- 
ties not permissible for the bank, including requiring the operating subsidiary to be 
adequately capitalized under “relevant industry measures”. However, it is unclear 
what industry measures are intended to apply and which regulatory entity would 
be applying them. Moreover, certain prohibitions on affiliated transactions would 
apply, but the rules do not go so far as to prohibit tie-in sales. 

The Op-Sub rule makes it very clear that the OCC will consider any application 
from banks to engage in any “non-bank” activities, including insurance under- 
writing. Furthermore, taking a cue from its past actions, the OCC could very well 
use these rules to establish itself as the regulator of all hank-operating subsidiaries, 
including insurance subsidiaries. I believe that the OCC overstepped its authority 
when it issued its Op-Sub rule and that their rule, unless curtailed by Congress, 
might very well serve as the foundation for future and drastically expanded erosion 
of state insurance regulation and consumer protection. 

It should be abundantly clear to all that the OCC is engaged in a policy of incre- 
mental preemption of state insurance regulation, while expanding its own regu- 
latory power. This policy benefits national banks at the expense of consumers, 
agents and insurers, creating anything but a level pla 3 dng field. 

We strongly believe that if hanks engage in any phase of the insurance business, 
it should be conducted on a level pla 3 dng field. To pre-empt state regulation or ex- 
empt the banking industry from state regulation of insurance is not a two-way 
street ... it is not even a one-way street ... it would be nothing more than a cul de 
sac . . . which would not provide consumers with adequate protections. Regulation of 
financial services must be focused on the specific function being performed and not 
on the corporate form. 

True functional regulation focuses on the activity rather than the entity engaged 
in that activity. Under functional regulation, bank regulators regulate banking and 
the states regulate insurance activities, regardless of whether the activity is being 
conducted in a bank or an insurance company. Bank regulators lack the specialized 
experience and expertise needed for effective regulation of insurance activities of 
banks, just as insurance regulators are not competent to regulate banking activities 
of insurance companies or their affiliates. 

Consumer protection is an important aspect of insurance regulation. This is due 
in part to the long-term relationship between a consumer and his or her insurance 
company in which the benefits of an insurance policy are not enjoyed until the risk 
the policy protects against has been realized. This period can be as long as one’s 
lifetime, in the case of a life insurance policy. Generally, insurance claims can be 
made only under a policy that was in place at the time the loss or damage occurred. 
An insurance customer unhappy with the performance of a company cannot take his 
or her claim to another company. 

Most consumers have a much different relationship with depository institutions. 
Checking and savings accounts can easily be moved from one institution to another. 
Once a loan has been made, the borrower’s relationship with the lender ends except 
for payment and recordkeeping. In neither case does the bank customer pay today 
for a promise of long-term future performance, as is the case with insurance cus- 
tomers. 

Consequently, state insurance laws and departments emphasize consumer protec- 
tions in substance and procedure. Consumer protections imposed by bank regulators 
regarding bank customers purchasing insurance pale in comparison to those man- 
dated by state insurance laws. Examples of state rules include the following: 

1. Licensing. Insurance agents must be licensed by each state in which they sell in- 
surance and are subject to the rules and regulations of that state. Agent appli- 
cants are subject to a back-^ound investigation and must pass a licensing ex- 
amination. Most states require agents to take pre-licensing educational courses 
before taking the licensing exam. To maintain their licenses, agents must meet 
continuing education requirements designed to ensure that they are knowledge- 
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able about their product and professional in their conduct. State insurance regu- 
lators’ enforcement authority includes the ability to deny, suspend and revoke 
a license as well as impose fines against wrongdoers. States share information 
about agents and applicants through the NAIC. 

2. Marketing. Unfair Trade Practices and Competition Acts adopted by the states 

prohibit deceptive acts and practices by insurance agents and companies. Regu- 
lated practices include tying, rebating, advertising, manner of sale, privacy pro- 
tection, and any other practice a state insurance regulator deems to be unfair 
or anticompetitive. 

3. Underwriting. Insurers are required to file policy forms and rates either at the 

time of use or before, and in both cases, are subject to the state insurance re^- 
lator’s review and approval. States also set minimum values on auto liability 
insurance policies sold within the state. States require insurers selling certain 
types of insurance, e.g. automobile liability, homeowners’, and workers com- 
pensation, to participate in shared risk pools, thus promoting consumer access 
and affordability. Insurance companies are subject generally to stringent regula- 
tions relating to cancellation and nonrenewal of insurance policies. 

4. Guaranty Funds. Most insurers are required to participate in guaranty funds so 

that claims against an insolvent company will be paid at least in part and the 
consumer so protected. Acts governing the rehabilitation or liquidation of insol- 
vent insurers exist in all jurisdictions. 

5. Company Service. Each state has a process to address complaints made against 

an insurer. Complaints received by the state regulator are automatically for- 
warded to the company and must be answered within time restrictions man- 
dated by the state. A Full explanation is required from the insurer regardless 
of the apparent merits of the complaint. The insurance regulator will continue 
to demand further explanations from the company and to encourage resolution 
between the complainant and the company. 

6. Claims. Insurance companies also are subject to state fair claims practices acts. 

These acts require all claims to be handled fairly, timely and in compliance with 
the policy. 

7. Market Conduct. The states examine for market conduct as part of the regularly 

scheduled financial examinations and at any other time determined by the state 
regulator. Companies that fail to comply with applicable statutes can be fined 
or have their certificates of authority suspended or revoked. 

Federal banking rules do not include the type of insurance customer service and 
complaint resolution provisions found in state insurance laws. For example, the 
OCC guidelines provide that a bank should have an “orderly process for assessing 
and addressing customer complaints and resolving compliance issues.” The guide- 
lines suggest that banks use a complaint tracking process or complaint file and com- 
ply with state laws that require copies of customer complaints to be forwarded to 
the state insurance regulator, but do not impose the substantive and procedural pro- 
visions found in state insurance laws. The guidelines also state that the OCC ex- 
pects bank insurance sales personnel to be licensed in accordance with state law. 
However, compliance with these guidelines is essentially voluntary for banks. Com- 
pliance with state laws is mandatory for insurance companies and agents 
Federal rules prohibit a bank from tying, either by restricting the availability or 
varying the consideration, of a product or service on the condition that a customer 
purchase another product or service offered by the bank or by any of its affiliates. 
The Federal Reserve and the CCC have extended the tying prohibition to bank hold- 
ing companies and their nonbank subsidiaries, and to operating subsidiaries of na- 
tional banks, respectively. The anti-tying prohibition can be enforced by the bank 
regulators, the Justice Department or aggrieved private parties, although enforce- 
ment actions are rare. 

This brief comparison between the insurance consumer provisions of federal bank- 
ing rules and the consumer provisions of state insurance law illustrates the superi- 
ority of the states’ consumer protections. 

State regulation has a two-fold purpose. First, it is designed to assure that insur- 
ance providers treat customers fairly. Second, it is designed to protect consumers, 
and their long term financial needs, through solvency regulation and oversight of 
insurance companies. 

During the last several years, significant strides and progress have been made in 
standardizing state financial reporting and monitoring requirements. Minimum 
standards of insurance company capitalization to assure individual company sol- 
vency are in place. These capitalization requirements differentiate among insurance 
product lines and their associated degrees of risks. Included in these standards are 
specific reserving requirements for various types of claims with which companies 
must comply. If banks were to be exempted from state insurance regulation, such 
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as the one I just noted, such reserving or other solvency provisions of state law 
would not be applicable to banks, creating an extremely dangerous situation for the 
public. 

All states have rate regulations laws that assure insurance rates are not unfair, 
excessive, or inadequate. Exemption from such rate regulation would, it is so obvi- 
ously clear, create an unfair and unlevel competitive environment in a particular 
state. 

Through various “market conduct” regulations the various insurance departments 
of this country have promulgated a series of requirements and regulations designed 
to ensure that agents and companies comply with state laws and regulations in the 
marketplace. Market conduct laws and regulations apply to insurance practices and 
operations including: insurance nonrenewals and cancellations; review of agent con- 
duct and activities; claims handling and processing procedures; compliance with un- 
fair claims practices provisions; individual company underwriting practices; and as- 
surance that appropriate rates are being charged for various lines of insurance. 
Such state regulations ensures that insurance products are being offered in a way 
so as not to create discrimination, that fair and prompt claims handling practices 
are being adhered to, and that honest marketing and sales practices are conducted. 
The fact is that these regulations effectively serve to protect consumers and assure 
the long term financial viability of those offering customers insurance products. 

One additional feature unique to the state regulatory scheme has been the devel- 
opment and successful operation of state guaranty funds. These funds are in place 
in the various states and are funded by assessments of existing insurance compa- 
nies. They are designed to assure long term protection of policyholders whose insur- 
ance companies may become insolvent. Any company involved in the insurance busi- 
ness must participate in such guaranty funds. 

The United States does not need a dual system of regulation for insurance. A 
steady and sound insurance regulatory system has been in place for decades. State 
regulation of insurance is getting the job done effectively and efficiently. To exempt 
insurance offered by banks from state regulation would be unsound and counter-pro- 
ductive to protecting consumers of insurance products. 

In conclusion. Nationwide supports H.R. 10, as it is currently drafted. However, 
we believe that several key elements are necessary to the success of financial serv- 
ices reform efforts, including: 

1. All insurance activities should be conducted by an entity or entities separate from 

any depository institution, preferably in an affiliate of a bank or financial serv- 
ices holding company. 

2. All such insurance affiliates should be subject to all the requirements of the ap- 

propriate state insurance regulatory authority; 

3. Any structure permitting such affiliations should permit both stock and mutual 

insurance companies to engage equally in the business of banking and other ac- 
tivities in which depository institutions are permitted to engage, including the 
option of allowing mutual insurers to use a mutual holding company structure. 

Mr. Chairman and members of the Subcommittee, that concludes my testimony 
today and I wish to express, on Nationwide’s and my own behalf, our deepest appre- 
ciation for the opportunity to appear before you today. We stand ready to assist you 
and other members in any way possible to affect positive and practical reform of 
the financial services industry. Thank you. 

Mr. Oxley. Thank you, Mr. Zimpher. 

Our final witness, Mr. Scott Sinder, representing several insur- 
ance groups. 


STATEMENT OF SCOTT A. SINDER 

Mr. Sinder. Good afternoon, Mr. Chairman and members of the 
committee. My name is Scott Sinder. I am testifying today on be- 
half of the Independent Insurance Agents of America, the National 
Association of Life Underwriters, and the National Association of 
Professional Insurance Agents, which together represent virtually 
all of the insurance agents of America and their employees, nearly 
1 million men and women who work in every part of the United 
States. 

First, Mr. Chairman, let me thank you for holding this hearing 
today. Before proceeding with my comments, I must commend you 
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for the role you played last term in brokering an historic agree- 
ment that resulted in a bill that was eventually passed by the 
House. Without your commitment and heavy involvement, no bill 
would have proceeded to the floor and, in all likelihood, we would 
be no closer to the enactment of a financial services reform bill 
today. 

The insurance agents want you to know that they intend to do 
everything within their power to help you mold a bill that can take 
flight and become the law of the land. We want a bill to pass. 

As you know, Mr. Chairman, the insurance agents strongly sup- 
ported the H.R. 10 bill that you brokered and shepherded through 
the House. We recognize the need for eliminating the barriers that 
still exist between the banking and insurance and securities indus- 
tries. We believe, however, that this concern also mandates insur- 
ing that consumer choices are well informed and freely made, and 
State regulators have been virtually the exclusive protectors of 
such interests since the creation of an insurance industry in this 
country. We, thus, have one basic concern: Ensure that every entity 
that is involved in the insurance business is subject to State regu- 
lation. Federal banking regulators are in no position to substitute 
for the comprehensive State insurance laws that have developed 
over the last 100 years. 

The bill that you shaped last term included several provisions 
that the insurance agents believe to be essential to ensure ade- 
quate functional regulation of insurance sales activities. After that 
bill was passed by the House, however, the Senate Banking Com- 
mittee drastically revised many of its most essential provisions, es- 
pecially in the insurance sales context. For that reason, the insur- 
ance agents actively opposed the bill that was passed out of that 
committee. 

After the Senate Banking Committee completed its work on the 
bill. Senator D’Amato mediated a negotiation among selected bank- 
ing and insurance industry representatives. The insurance agents 
participated in those negotiations, but State insurance regulators 
were excluded. The exclusive focus of those negotiations in the in- 
surance sales context was on the scope of the preemption safe har- 
bors. 

At the conclusion of the negotiations, the insurance agents made 
clear that they could not support the Senate proposal, but through 
the safe harbor improvements that had been agreed upon were suf- 
ficient to remove our outright opposition. 

The Senate proposal was never considered on the Senate floor. 
When this Congress convened in January, however, the proposal 
was reintroduced as the 1999 version of H.R. 10. The Senate pack- 
age was largely untouched by its consideration of the House Bank- 
ing Committee. We therefore sit before you today in virtually the 
same position that we were in at the close of the Senate last year. 
The insurance agents do not support the current proposal, but we 
believe it can be improved in a manner sufficient to gain our sup- 
port. 

Banking industry representatives have been quite vocal in recent 
weeks regarding their belief that any changes that are made to the 
current proposal will eliminate any prospects for passage. At the 
same time, however, many of the same representatives have them- 
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selves been requesting that some changes be made in the insurance 
sales provisions. 

Many things have changed since last October. First and fore- 
most, State insurance regulators, through the NAIC, have taken a 
harder look at the compromised proposal and have concluded that 
it would dramatically undermine their ability to adequately regu- 
late insurance activities. In addition, the issuance of two recent 
court decisions calls into question the ability of the Comptroller, an 
ability that many had begun to take for granted, to unilaterally au- 
thorize national banks to engage in expanded insurance sales and 
underwriting activities absent congressional action. 

It should be clear that both the insurance industry and the bank- 
ing industry believe that the current proposal can be improved, and 
the insurance agents want a bill to be enacted. The current H.R. 
10 proposal, however, would jeopardize many of the consumer pro- 
tections already in place in as many as 30 States. In addition to 
the noninsurance sales amendments that the NAIC has presented 
for your consideration, the agents believe that three sets of changes 
also championed by the NAIC would alleviate these shortcomings. 

First, clarify that State insurance regulators are entitled to re- 
ceive consideration of their views in court when disputes arise be- 
tween regulators, regardless of when a State law that is challenged 
on preemptory grounds was enacted. The bill as currently drafted 
permits the views of State insurance regulators to be considered 
only in court challenges to laws enacted in the future. The inevi- 
table deference to any OCC preemption opinions regarding current 
laws would place many longstanding State laws in jeopardy. 

Second, the so-called nondiscrimination provision that blanketly 
prohibits the imposition of any rules that treat banks differently on 
their face, or that inadvertently treat banks differently, should be 
narrowed to delete the inadvertent treatment prohibitions set forth 
in section 104(c)2, and to clarify that the core nondiscrimination 
provision prohibits treating federally insured depository institu- 
tions differently based on their insured financial status. Contrary 
to the suggestions of some members of the banking industry, con- 
sumer protection provisions that specifically address bank insur- 
ance sales practices are not impermissibly discriminatory, as 30 
States and even the OCC itself have explicitly recognized in their 
enactment and support of such provisions. 

Third and finally, the safe harbor provisions should be clarified. 
In our written comments we have outlined four small changes that 
we believe should be made to improve the existing safe harbor pro- 
visions and we have suggested that two more be added. One, pro- 
tecting State laws that require execution of acknowledgment form 
of requisite disclosures already protected by the existing safe har- 
bors where provided, and a second, protecting State laws to require 
banking institutions to separate their banking activities from their 
insurance activities within the bank. Both new safe harbors, like 
many of the other existing safe harbors, encompass provisions al- 
ready mandated under the section 176 Federal consumer protection 
provisions. 

Without enactment of legislation that includes changes such as 
those that we have outlined, the emerging regulatory void in por- 
tions of this industry will continue to fester. 
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Mr. Chairman, we look forward to working with you to pass a 
financial services reform bill. 

[The prepared statement of Scott A. Binder follows:] 

Prepared Statement of Scott A. Sinder on Behalf of the Independent Insur- 
ance Agents of America, Inc., the National Association of Life Under- 
writers, AND THE National Association of Professional Insurance Agents 

Mr. Chairman, and members of the Committee, my name is Scott Sinder. I am 
a partner in the Washington, D.C. office of the Baker & Hostetler law firm. I appear 
today on behalf of the insurance agents of America, and their employees — nearly 
1,000,000 men and women who work in every part of the United States. These peo- 
ple are represented by the Independent Insurance Agents of America, Inc. (IIAA), 
the National Association of Life Underwriters (NALU) and the National Association 
of Professional Insurance Agents (PIA), on whose behalf I testify today and for 
whom I serve as outside counsel. Their members sell and service all lines of insur- 
ance. 


INTRODUCTION 

First, Mr. Chairman, let me thank you for holding this hearing today. Throughout 
your career, you have been a friend to the insurance industry and you have been 
sensitive to the interests and concerns of insurance agents. It is those interests and 
concerns that I would like to focus your attention on today once again. 

IIAA, NALU and PIA are appearing before you today to comment on the newest 
version of H.R. 10, the “Financial Services Act of 1999,” that was reintroduced on 
the very first day of this new Congressional term. Before proceeding with my com- 
ments, I must commend you for the role you played last term in brokering an his- 
toric agreement that resulted in a bill that was eventually passed by the House of 
Representatives by a razor-thin one vote margin. Without your commitment and 
heavy involvement, no bill would have proceeded to the floor and, in all likelihood, 
we would be no closer to the enactment of a financial services reform bill today than 
we were during the many past legislative terms in which such a bill was discussed 
and debated but was repeatedly unable to take flight. 

One message that I have been asked to deliver to you today, Mr. Chairman, is 
that the insurance agents want you to know that they intend to do everything with- 
in their power to help you mold a bill that can take flight and become the law of 
the land. 

As you know, Mr. Chairman, the insurance agents strongly supported the H.R. 
10 bill that you brokered and shepherded through the House of Representatives last 
term. That bill included several provisions that the insurance agents believed to be 
essential to ensure adequate functional regulation of insurance sales activities. The 
bill, for example, included a provision that would ensure that the opinions of state 
insurance regulators were given equal consideration with those of federal banking 
regulators in any preemption challenges asserted against state insurance consumer 
protection provisions; established preemption “safe harbors” that would shield any 
provision similar to provisions included in the Illinois bank sales of insurance con- 
sumer protection provisions from preemption challenge; and did not impose a blan- 
ket prohibition on insurance sales provisions that addressed many of the unique 
consumer protection concerns that arise when insured depository institutions en- 
gage in insurance sales activities. 

After that bill was passed by the House, however, the Senate Banking Bill dras- 
tically re-wrote and revised many of its most essential provisions, especially in the 
insurance sales context. That bill, for example, drastically limited the application of 
the “no unequal deference” provision; drastically reduced the scope of the preemp- 
tion “safe harbors”; and imposed a blanket “nondiscrimination” requirement on state 
laws or regulations enacted in the future that would prohibit those provisions from 
specifically addressing bank insurance sales activities and from having a greater 
regulatory impact on those activities than on the insurance sales activities of other 
agents. The insurance agents actively opposed the bill that was passed out of that 
Committee. 

After the Senate Banking Committee completed its work on the bill. Senator 
D’amato mediated a negotiation among selected banking and insurance industry 
representatives. The insurance agents participated in those negotiations but state 
insurance regulators were excluded. The exclusive focus of those negotiations in the 
insurance sales context was on the scope of the preemption safe harbors. The bank- 
ing industry representatives made clear that the deference and “nondiscrimination” 
sections of the bill were not open for debate during those negotiations. During those 
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negotiations, the safe harbor provisions had been improved but they still did not 
provide the protection of the Illinois-based preemption safe harbor provisions that 
were included in the House bill. 

At the conclusion of the negotiations, the insurance agents made clear that they 
still had serious concerns and problems with the Senate proposal, and they could 
not support the bill, although there would be no active opposition either. 

As you know, the Senate proposal was never considered on the Senate floor. When 
this Congress convened in January, however, that proposal was re-introduced as the 
1999 version of H.R. 10. The Senate package was largely untouched during its con- 
sideration by the House Banking Committee. We therefore sit before you today in 
virtually the same position we were in at the close of the Senate last year — the in- 
surance agents do not support the current proposal and we urge this Committee to 
improve the proposal by adopting the amendments outlined below. 

Banking industry representatives have been quite vocal in recent weeks regarding 
their belief that any changes that are made to the current proposal will eliminate 
any prospects for ultimate passage. They argue that agreements were reached in the 
fall and that those agreements should be maintained. At the same time, however, 
many of these same representatives have themselves been requesting that some 
changes be made in the insurance sales provisions. 

Many things have changed since last October. First and foremost, state insurance 
re^lators, through the National Association of Insurance Commissioners, have 
taken a harder look at the compromise proposal and have concluded that it would 
dramatically undermine their ability to adequately regulate insurance activities if 
it is enacted. In addition, the issuance of two recent court decisions calls into ques- 
tion the ability of the Comptroller — that many had begun to take for granted — to 
unilaterally authorize national banks to engage in expanded insurance sales and un- 
derwriting activities absent Congressional action.' 

It is against the backdrop of the tortured history of Congress’ consideration of fi- 
nancial services reform proposals and the ever-evolving world in which those pro- 
posals are generated that this Committee must consider the latest iteration of H.R. 
10. In undertaking that consideration, it should be clear that both the insurance in- 
dustry and the banking industry believe that the current proposal can be improved. 
The insurance agents want a bill to be enacted and we have been falsely accused 
of tr3dng to block passage of a viable proposal. 

The remaining portions of this testimony will focus on the improvements the in- 
surance agents seek to ensure that state authority and expertise in the regulation 
of the business of insurance is not overturned or undermined in any way as other 
industries become more heavily involved in providing insurance services. This state- 
ment is divided into four parts. Part I summarizes the basis of the insurance agents’ 
historical support for the continued separation of the banking, insurance and securi- 
ties industries and the reasons that we are now prepared to embrace reform pro- 
vided that it ensures adequate regulation of all who seek to engage in the business 
of insurance. Part II explains why the regulation of insurance activities of everyone 
should be left to the States. Part HI what is at stake if the bill fails to leave that 
regulation to the States. And Part IV explains the changes that we believe must 
be made to ensure the requisite functional regulation. 

I. The Insurance Agents’ Historical Support For Continued Separation 

As you know, Mr. Chairman, we have in the past advocated that the traditional 
separation between the banking and insurance industries should be maintained. 
During your consideration of H.R. 10 last term, however, we for the first time came 
to you prepared to support financial modernization in the form of affiliations be- 
tween banking, securities, and insurance entities. The market is evolving even in 
the absence of new legislation and today more than ever before agents are entering 
into an increasing number of relationships with members of the banking and securi- 
ties communities. We can accept formal affiliation relationships, however, only if 
there is clear functional regulation of the insurance activities of every entity, and 
only if insurance consumer protections are addressed. 

The monumental shift in our position has not come easily. As small business peo- 
ple, we are painfully aware that, as a practical matter, such affiliations will be a 


'See Independent Insurance Agents of America, Inc., et at. v. Hawke, Civil Action No. 98-cv- 
0562 (U.S.D.C. D.C.) (slip op issued March 29, 1999) (granting the Plaintiffs’ Motion for Sum- 
mary Judgment and concluding that the OCC’s ruling that national banks located outside of 
small towns were authorized to sell crop insurance products was precluded by the applicable 
provisions of the National Bank Act); Blackfeet Nat’l Bank v. Nelson, No. 96-3021 (11th Cir. 
April 4, 1999) (concluding in its primary holding that the OCC’s ruling that national banks are 
authorized to underwrite an annuity product was precluded by the applicable provisions of the 
National Bank Act). 
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one-way-street. That is, the average insurance agency is not going to be in the posi- 
tion to acquire a bank; the acquisition will run the other way. But we are convinced 
that we can not only survive, but thrive, in such a new world. True competition can 
work and consumers will benefit, however, only if the rules of the game establish 
a level playing field for all participants. It is only that which we seek. 

The historic change in our position on affiliations has been prompted by market- 
place and political reality. The Supreme Court’s decision in Barnett Bank of Marion 
County, N.A. v. Nelson ^ holding that the Section 92 power ^ granted to town-of-5000 
national banks to act as insurance agents preempts State laws that would otherwise 
prohibit such conduct, coupled with the Comptroller of the Currency’s ever-broad- 
ening interpretations of Section 92, effectively vitiate the separation between the in- 
dustries. And Congressional inaction to reign in the OCC’s creation of new policy 
by administrative fiat has exacerbated the situation. 

At the same time, the Barnett decision has created a great deal of uncertainty re- 
garding who has regulatory authority over bank sales of insurance and what is the 
extent of any such authority. This uncertainty is undermining the efforts of all of 
the participants in the insurance sales arena — insurance companies, insurance 
agents, banks and State regulators — to move the insurance industry into the twen- 
ty-first century. The remaining portions of this statement will therefore focus not 
on whether financial institutions should be permitted to affiliate with insurance pro- 
viders — we do not oppose such relationships — but on the need for the functional reg- 
ulation of all members of the financial and insurance industries. Especially in the 
insurance context, we believe that it is essential that all insurance activities con- 
tinue to be regulated at the State level — where they have been regulated for nearly 
two centuries. In championing this approach, we recognize the pressing need for 
eliminating the barriers that still exist between the banking, insurance and securi- 
ties industries so that members with roots in all three sectors will better be able 
to serve the needs of their customers. We believe, however, that this concern also 
mandates ensuring that consumer choices are well-informed and freely made and, 
in the insurance context, state regulators have been the virtually exclusive protec- 
tors of such interests since the creation of an insurance industry in this country. 
This bill must ensure that their authority and expertise in the regulation of the 
business of insurance is not overturned or undermined in any way as other indus- 
tries become more heavily involved in providing insurance services. 

U. Regulation of the Business of Insurance Should be Left to the States 

Because no insurance licensing and regulatory scheme exists at the federal level, 
the only available regulators of the participants in the insurance industry are the 
States themselves. Some national banks, however, appear to believe that they are 
exempt from at least some of the governing insurance regulations in States in which 
they are currently engaging in the business of insurance. Although the OCC has 
recognized that State laws generally apply to national bank sales of insurance, it 
also has emphasized that national banks need not comply with State laws that 
interfere with their activities. Without the creation of a federal regulatory authority 
or a reaffirmation of the absolute right of States to regulate such insurance activity, 
the scope of this “exemption” will remain unsettled and national banks may be free 
to engage in the business of insurance without significant oversight. 

Given the sophisticated insurance licensing and regulatory structure developed 
exclusively at tbe State level over the past 200 years and given the current climate 
disfavoring the creation of more federal regulatory authority (especially when it is 
duplicative of current State efforts), reaffirmation of the right of States to regulate 
the insurance business appears to be the only viable solution. Such reaffirmation 
is required to ensure that all entities involved in the insurance industry are on a 
level playing field; to ensure that they are all subject to effective consumer protec- 
tion requirements; and to ensure that the insurance-buying public has consistent as- 
surances of quality. 

Any such reaffirmation would not be new or radical. To the contrary, it merely 
would build upon and clarify a federal policy that has been in place for over 200 
years that States have virtually exclusive regulatory control over the insurance in- 
dustry. Indeed, up until 1944, it was universally understood by everyone (including 
Congress) that Congress has no constitutional authority to regulate the business of 
insurance. This changed with a single Supreme Court decision issued that year. 
Congress responded immediately by enacting the McCarran-Ferguson Act, which 
“restore[d] the supremacy of the States in the realm of insurance regulation.”** 


me S. Ct. 1103 (1996). 

3 12 U.S.C. §92. 

^United States Dep’t of Treasury v. Fabe, 113 S. Ct. 2202, 2207 (1993). 
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McCarran’s statement of federal policy could not be more clear: “The business of 
insurance, and every person engaged therein, shall be subject to the laws of the sev- 
eral States which relate to the regulation or taxation of such business.” ^ Given the 
States’ historical expertise in the realm of insurance regulation and the absence of 
any such expertise at the federal level, there does not appear to be any compelling 
reason for abandoning this traditional policy approach. 

At a time when Congress is seriously considering empowering States in a m3Tiad 
of areas, Congress should not strip the States of their authority to regulate in a 
business arena that has been witbin their virtually exclusive domain throughout 
this country’s fruitful history. 

The States are the only logical choice for comprehensive regulation of insurance. 
Although there are uniform national concerns in this industry as in many others, 
in uncountable ways, insurance involves concerns of an intensely local nature. The 
concerns in Ohio, for example, with its multiple urban centers, lakefront commu- 
nities and manufacturing concerns, are quite different than the insurance issues 
raised in Iowa with its thousands of farmers and few large urban areas. 

The public has a substantial interest in the continued functional regulation of in- 
surance by the States, regardless of who is conducting the activities. Because of the 
social need for insurance and its importance to the public, the underwriting and sale 
of insurance has become one of the most highly regulated professions today. By their 
regulation, the States ensure that those who engage in the business of insurance 
are qualified to do so, remain appropriately qualified, offer sound insurance prod- 
ucts, and comply with reasonable safeguards for the protection of consumers. This 
entire body of State insurance statutes and regulations is frequently revised and up- 
dated to address evolving regulatory issues and to ensure comprehensive consumer 
protection. Preservation of the applicability of these State regulations is essential 
because, at least at the current time, no comparable regulations exist at the federal 
level and no federal regulator has expertise in this arena. 

III. What Is At Stake 

In March 1996, the Supreme Court issued its decision in Barnett. The Supreme 
Court’s central holding was that Section 92 preempts State laws that prohibit na- 
tional banks from selling insurance, pursuant to their Section 92 authority. In the 
course of rendering this decision, however, the Supreme Court also acknowledged 
that “[t]o say this’— to say that Section 92 preempts State laws that would other- 
wise prohibit small-town national banks from selling insurance — “is not to deprive 
States of their power to regulate national banks, where (unlike here) doing so does 
not prevent or significantly interfere with the national bank’s exercise of its pow- 
ers.”® The OCC has ceased upon this standard as a potential mechanism for dis- 
rupting and potentially eliminating state efforts to regulate national bank sales of 
insurance products. 

A request for comments issued by the OCC on January 14, 1997 dramatically il- 
lustrates this.’ The question at the heart of the OCC’s consideration is whether any 
provisions of the State of Rhode Island’s “Financial Institution Insurance Sales Act” 
(“Rhode Island Act”) * which governs the insurance activities of financial institutions 
should be deemed preempted by Section 92. An anonymous Requestor that asked 
the OCC to consider this issue contends that five of tbe provisions included in the 
Rhode Island Act “discriminate” against national banks and significantly interfere 
with the exercise of their Section 92 powers.^ 

The Rhode Island Act was supported by a bipartisan group of state legislators. 
Indeed, it was agreed to by a significant portion of the State’s banking industry. As 
reflected in the Rhode Island Governor’s statement upon signing, the Act is designed 
to level the playing field. None of the provisions at issue actually or constructively 
preclude national banks from engaging in the business of insurance in any way, and 
none of the challenged provisions impose different requirements on national banks 
than those imposed on any other financial institution engaging in the sale of, or in 
the solicitation for the purchase of, insurance products.'® 


5 15 U.S.C. § 1012(a). 

^Barnett, 116 S. Ct. at 1109. 

T See 62 Fed. Reg. 1950 (Jan. 14, 1997). 

^See R.I. Gen. Laws §§27-58-1 et seq. 

^62 Fed. Reg. at 1951. 

'"The challenged provisions generally prohibit the tying of banking and insurance; generally 
require that a financial institution’s loan and insurance businesses be physically segregated; 
generally prohibit financial institution employees with loan or deposit-taking responsibilities 
from soliciting and selling insurance; require that loan and insurance transactions be completed 
independently and through separate documents; and prohibit usage of nonpublic customer infor- 
mation without the written consent of the customer. See id. 
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The OCC, however, apparently believes that these provisions may “significantly 
interfere” with a national bank’s exercise of its Section 92 powers, although the 
agency has not articulated the standard by which any such significant interference 
will be measured." Indeed, based on the OCC’s supplemental request for comments 
on the issue, it appears that the OCC is prepared to impose its own views of how 
best to legislate on the States. Not only is the OCC inquiring whether the Rhode 
Island provisions prevent or significantly interfere with national banks’ insurance 
sales activities, the OCC is asking whether there are “better” means that the State 
might have chosen to effectuate its policy goals. This is clearly beyond the OCC’s 
legitimate role as banking regulator. It is the role of legislators — and in this context. 
State legislators — to determine how best to effectuate public policy, not the OCC. 

During the first round of comments, numerous members of Congress expressed 
their belief that it was inappropriate for the OCC to attempt to preempt any State 
insurance laws. No member voiced the opposite view. Nevertheless, the OCC labors 
on, possibly prepared to opine that these state law provisions — enacted on a bipar- 
tisan basis by state legislators with the agreement of significant representatives of 
the banking industry in the State — should not be applied to national banks. Interest- 
ingly, the Rhode Island law has been in force now for over two and a half years 
and all players seem to be functioning remarkably well. 

The question whether any of the provisions of the Rhode Island Act may be pre- 
empted is not an isolated one. Sixteen other States have enacted laws that seek to 
regulate bank involvement in insurance sales activities,'^ another seven have acted 
by regulation, '3 and at least six other States are now considering legislation to regu- 
late bank sales of insurance. And, in the meantime, the OCC is meeting with State 
insurance regulators intimating that it is prepared to preempt any laws or regula- 
tions that it views as going too far. There is thus an intense need to clarify the 
States’ regulatory supremacy in this area. The financial services proposal currently 
before you, however, fails to adequately ensure that state regulators will remain em- 
powered to insurance activities in general and, more specifically, the unique con- 
sumer protection concerns that arise when federally insured depository institutions 
engage in insurance sales. 

IV. Ensuring That The Bill Does Not Undermine Functional Regulation 

Put simply, enactment of the current H.R. 10 draft would dramatically undermine 
the ability of state insurance regulators to regulate and it would jeopardize many 
of the consumer protections already in place in many states that are designed to 
ensure that consumers are well-informed and free to choose to purchase insurance 
products adequate to address their insurance needs. Although the bill pays lip serv- 
ice to functional regulation in certain respects, it ultimately fails to adequately pro- 
tect it. It is for this reason that we support the amendments sought by the NAIC 
to improve the bill’s preemption provisions. In the insurance sales context, we be- 


' ' Remarkably, the OCC first sought comments on the preemption of the Rhode Island Act be- 
fore the State Insurance Department had finalized regulations that would implement the stat- 
ute. We, among others, pointed out the prematurity of the OCC’s request. Apparently recog- 
nizing its error, the OCC recently reopened the comment period to permit consideration of the 
finalized regulations. It is only in light of those regulations that the meaning of the statute can 

'^Arkansas (House Bill 2070 (1997)); Colorado (House Bill 97-1175 (Colorado Rev. Stat. §§ 10- 
2-601 et seq.)); Connecticut (Public Act No. 97-317 (Connecticut Gen. Stat. §36a-775)); Illinois 
(House Bill 586 (1997) (The Illinois Insurance Code Article XLIV)); Indiana (House Enrolled Act 
No. 1241 (1997) (Indiana Code §§27-1-15.5-8 et seq.)); Kentucky (Kentucky Laws Ch. 312 (H.B. 
429) (1998) (Ky. Rev. Stat. §304)); Louisiana (House Bill No. 2509 (1997) (La. Rev. Stat. 
22:3051-3065)); Maine (S.P. 439-L.D. 1385 ((9-A Maine Rev. Stat. Ann. §§4-401 et seq.)); Massa- 
chusetts (Senate 1948, Bill No. MA97RSB (May 15, 1998)); Michigan (House Bill No. 5281 
(1993) (Mich. Compiled Laws §500.1243)); New Hampshire (House Bill 799 (1997) (N.H. Rev. 
Stat. Ann. §§406-(i et seq.)); New Mexico (House Bill 238 (43rd Legislature, 1st Sess.) (New 
Mexico Stat. Ann. §§59A-12-10 et seq.)); New York (Bill No. 5717-B (July 18, 1997) (New York 
Banking Law § 14-g; New York Insurance Law §§ 2123 and 2502) (sunsets July 18, 2000)); Penn- 
sylvania (House Bill 1055 amending the Act of May 17, 1921 (P.L. 789, No. 285), Printer’s No. 
1985 (June 9, 1997), 40 Penn. Stat.); Texas (House Bill No. 3391 (1997) (Texas Insurance Code 
Article 21)); and West Virginia (H.B. 2198 (March 14, 1997) (W.V. Code Chapter 33)). 

■3 Florida (Dept, of Insurance Rules 4-224.001-4-224.014); Georgia (Rules and Regulations of 
the Office of the Commissioner of Insurance Chapter 120-2-76 (adopted February 17, 1997)); 
Maryland (Advisory Letter Issued by the Insurance Commissioner and the Commissioner of Fi- 
nancial Regulation on October 31, 1996); Mississippi (Executive Memorandum issued by the 
Commissioner of Banking and Consumer Finance on May 13, 1997); Ohio (Department of Insur- 
ance Rule 3901-5-08); Vermont (Insurance Division Bulletin 117 (June 13, 1997)); and Wyoming 
(Chapter 16 of the Rules of the Division of Banking). 
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lieve three core sets of changes supported by the NAIC would improve the proposed 
legislation: (1) clarify that state insurance regulators are entitled to receive consid- 
eration of their views in court when disputes arise between regulators; (2) amend 
the so-called “non-discrimination” provision to appropriately clarify the scope of the 
standard; and (3) strengthen and clarify the safe harbor consumer protection provi- 
sions. It is worth noting that all of these “improvements” that we are now seeking 
were included in the bill that you shepherded through the House last term, Mr. 
Chairman. 

Clarify That The Opinions of State Insurance Regulators Are Entitled To Consid- 
eration In Court Reviews of State Insurance Laws. The viability of regulatory provi- 
sions already in force in many States would be put into jeopardy because of the im- 
plication created in the bill that the OCC is entitled to exclusive consideration when 
a court confronts the question whether a challenged provision should be preempted 
because it “significantly interferes” with a national bank’s exercise of its insurance 
sales powers. Although Section 306 creates a special procedure for the challenge of 
state insurance regulations and dictates that the state insurance regulator and the 
OCC are entitled to equal consideration during that review, Section 104(b)(2)(C) ex- 
empts laws in existence prior to September, 1998 from the “no unequal deference” 
standard. The OCC, however, simply has no expertise in the regulation of the busi- 
ness of insurance. Moreover, the OCC has repeatedly demonstrated that the expan- 
sion of national bank powers is at the forefront of its concerns. This preoccupation 
has led the OCC to interpret a small exception to the general prohibition on na- 
tional bank sales of insurance that authorizes national banks located and doing 
business in places with populations not exceeding 5,000 inhabitants as allowing na- 
tional bank agents to sell from anywhere so long as they are headquartered in a 
small-town bank office and to sell to customers located anywhere without any geo- 
graphic restriction whatsoever. For these reasons, we believe that OCC interference 
with State regulation of the business of insurance — and exclusive consideration of 
OCC opinions regarding such regulation — is inappropriate. The Courts are well 
qualified to determine whether State regulations prevent or significantly interfere 
with a national bank’s exercise of its insurance sales authority and requiring or im- 
plying that the OCC is entitled to special deference over and above that accorded 
state insurance regulators on such questions is therefore unacceptable. 

Amend the “Non-Discrimination’^ Provision. Section 104(c) completely prohibits 
States from distinguishing in any way between financial institutions and other enti- 
ties — and from enacting provisions that may have a greater effect on financial insti- 
tutions than on other entities (even if inadvertent) — in regulating the sale of insur- 
ance products. As over 25 States and the OCC itself have previously recognized, 
however, the sale of insurance products by financial institutions creates unique 
problems that require consumer protections tailored for the financial institution con- 
text. These laws are not “anti-competitive.” Indeed, they expressly recognize that 
banks are in the business to stay. But they attempt to create a level pla3dng field 
between bank and non-bank insurance agents and brokers, and to protect con- 
sumers from potential abuse. Banks’ access to cheap funds, FDIC-insured status, 
and control over credit, puts them in a position not held by others in the insurance 
industry. For this reason, many States believe provisions regulating bank sales of 
insurance are necessary to prevent coercion and confusion and to protect customer 
privacy. 

Indeed, as the OCC itself recognized when it published an advisory letter to pro- 
vide guidance to national banks on insurance and annuity sales activities, there 
are many instances in which “discriminatory” regulation (in the sense of treating 
banks differently than non-banks) is appropriate and necessary. Consequently, there 
is no basis on which to argue that the type of “discrimination” present in consumer 
protection provisions such as those contained in the Rhode Island Act are per se ille- 
gitimate.'^ 

In working on these laws at the state level, agents have negotiated with all inter- 
ested parties — banks, insurance companies, securities firms. Michigan’s law, enacted 
almost six full years ago, is the product of negotiations between the banks and the 
agents. West Virginia’s law, enacted two years ago, is the product of negotiations 
that included not just the banks and the agents, but insurance companies as well. 
The process has been no different in the other twenty-two States. 

Although the safe harbor provisions are an effort to capture many of the sub- 
stantive regulatory controls that currently are imposed, they are both under inclu- 
sive of the current universe of regulatory requirements designed to address bank- 


OCC Advisor Letter AL 96-8 (October 8, 1996). 

‘5 Absolutely nothing in the Barnett decision, or its precedents, supports the argument that 
a State cannot regulate national banks in a manner that distinguishes them from non-hanks. 
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specific consumer protection issues and they cannot possibly take into consideration 
the wide array of issues that may in the future require bank-specific regulatory so- 
lutions. 

We believe that, as long as the legislation makes clear that States may not pro- 
hibit the exercise of authorized insurance sales powers, there should be no need to 
bar state legislatures and governors from implementing bank-specific solutions de- 
signed to address consumer protection concerns that may arise when such powers 
are exercised. This would mandate the complete elimination of the “non-discrimina- 
tion” provision. At a minimum, however, we believe that the standard must be clari- 
fied in two ways. First, the prohibition on the enactment of provisions that facially 
differentiate between insured depository institutions and other entities must be 
amended to clarify that such provisions are impermissible only if they treat insured 
depository institutions differently based on their federally-insured status because it 
is only regulation of that facet of their insurance-related activities that should be 
limited in any way to the regulatory requirements dictated by the legislation or pro- 
tected by the safe harbor provisions. Second, the “indirect discrimination” provi- 
sion — 104(c)(2) — must be completely eliminated. It is unfair and unreasonable to 
prohibit the application of broad regulatory requirements simply because they may 
happen to have an indirect disparate impact on financial institutions. 

Strengthening The Safe Harbor Provisions. Finally, we believe that the current 
list of safe harbors must be strengthened. Section 104(d)(2)(B) establishes 13 sepa- 
rate “safe harbor” provisions. These “safe harbors” essentially permit a State to pro- 
mulgate consumer protection laws and regulations that are substantially the same 
as but no more burdensome or restrictive than the requirements included in each 
provision. Any state law that falls within a safe harbor cannot be preempted. The 
“safe harbors” apply to laws already in place as well as those that may be enacted 
in the future. The “safe harbor” provisions included in the bill, however, are inad- 
equate. 

Consumer protection provisions that are at the heart of the regulation of banks 
sales of insurance in many states — requiring separation of banking and insurance 
activities within the bank, for example — have been excluded from the list of con- 
sumer protections that are automatically deemed to be permissible. That exclusion 
jeopardizes the application of many such provisions and may undermine the regu- 
latory scheme of as many as 30 States that have been designed to address many 
of the unique issues that arise when banks — in their unique position controlling fed- 
erally insured credit capital — also engage in the business of insurance. 

Specifically, we believe four of the current safe harbor provisions should be clari- 
fied and two provisions should be added: 

1. Discrimination Against Non-Affiliated Agents (Safe Harbor ii) 

• The current version of the safe harbor permits a state to prohibit an insured de- 

pository institution from imposing a fee related to insurance required in connec- 
tion with a loan when the insurance is purchased from an agent not affiliated 
with the bank that is not imposed if the insurance is purchased from an affili- 
ated agent. 

• This provision must be amended to clarify that an insured depository institution 

cannot impose any other condition related to insurance required in connection 
with a loan that is purchased from an unaffiliated agent that is not imposed 
when the insurance is purchased from an affiliated agent. 

2. Referral Fees (Safe Harbor v) 

• The current version of this safe harbor permits a state to prohibit an insured de- 

pository institution from paying a referral fee to an unlicensed person if that 
fee is based on the subsequent purchase of insurance. 

• The provision should be amended to also permit a state to require that any refer- 

ral fee paid to an unlicensed person can be no more than a nominal fee as many 
states have implemented such a requirement. 

• The nominal fee requirement also is imposed through the federal consumer pro- 

tection requirements that would be promulgated by the federal banking agen- 
cies under Section 176 of the bill. 

3. Anti-Tying (Safe Harbor viii) 

• The current version of this safe harbor creates an exception to the general rule 

by allowing insured depository institutions to engage in any practice that the 
Fed has determined is permissible under the Bank Holding Company Act anit- 
tying rules. 

• This may allow insured depository institutions to offer product packages that 

would violate state anti-rebating rules applicable to all other agents. 

• The provision should be amended to delete that exception. 
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4. Disclosures (Safe Harbor x) 

• The current version of this safe harbor permits states to require insured deposi- 

tory institutions to disclose that insurance products are not insured by the 
FDIC or guaranteed by the state or federal government. 

• The wording of the safe harbor permits states to require such a “disclosure, in 

writing, where practicable”. 

• That language creates an ambiguity regarding whether the disclosure need be in 

writing only where practicable or whether the disclosure itself need be given 
only where practicable. 

• The comma between the words writing and where should be deleted to clarify that 

the disclosure need be in writing only where practicable. 

5. Disclosure Acknowledgment 

• A new safe harbor should be included that would allow a state to require the col- 

lection of an acknowledgment whenever a required disclosure is given. Many 
states currently require the collection of such an acknowledgment. 

• An acknowledgment requirement in connection with disclosures also is imposed 

through the federal consumer protection requirements that would be promul- 
gated by the federal banking agencies under Section 176 of the bill. 

6. Activities Separation 

• A second new safe harbor should be included that would permit a state to require 

insured depository institutions to separate their insurance sales activities from 
their deposit-taking and lending activities within the bank. Many states cur- 
rently maintain such separation requirements. 

• A separation of insurance and deposit-taking activities also is imposed through 

the federal consumer protection requirements that would be promulgated by the 
federal banking agencies under Section 176 of the bill. 

CONCLUSION 

The financial services mechanism H.R. 10 seeks to establish must function in the 
real world. That can only be accomplished if there is true functional regulation. We 
believe that virtually everyone in Congress supports such functional regulation. The 
task is to implement it effectively. The affiliations contemplated by H.R. 10 are ex- 
citing and probably necessary. But there must be a level playing field for everyone 
in the industries involved. Small business concerns cannot be swept away by the 
resulting mergers of the bigger players. And, most importantly, the interests of con- 
sumers that state insurance regulators have been exclusively charged with pro- 
tecting for decades must remain at the forefront. 

It is clear that the absence of sufficient regulatory authority over national 
banks — or any other entity — that is active in the insurance arena is a problem. Nei- 
ther the Comptroller nor any other federal regulator possesses the necessary exper- 
tise to regulate the vast intricacies of the insurance business or of financial institu- 
tions’ participation in that business. For this reason, and for the reasons delineated 
at length above, IIAA, NALU and PIA urge this Committee to recommend enact- 
ment of legislation that clarifies that all entities that engage in the business of in- 
surance — including national banks and any other entity in a new financial services 
holding company — are bound by state law regulating those activities and incor- 
porating the suggestions we have offered in an effort to improve the ability of the 
states to satisfy this regulatory obligation. This would maintain the status quo by 
ensuring that the States remain the paramount regulatory authority for the insur- 
ance industry. Without enactment of such legislation, the emerging regulatory void 
in portions of this industry will continue to fester. The primary victims if such a 
bill is not enacted will inevitably be the consumers who are confronted by the un- 
regulated participants in the essential but highly complicated business of insurance. 

Mr. Chairman, we look forward to working with you to pass financial services re- 
form. 

Mr. Oxley. Thank you. 

Let me begin with some questions. 

Mr. Binder, you referred to the court decision not by name I don’t 
think, but the Independent Insurance Agents versus Hawke? 

Mr. Binder. Yes, sir. 

Mr. Oxley. Would you give the committee a little bit of back- 
ground on that case and how that should, if indeed it should, affect 
our consideration of H.R. 10? 
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Mr. SiNDER. Sure. That case was filed by the Independent Insur- 
ance Agents of America, NALU and PIA, the three clients who I 
am testifying on behalf of. 

Mr. Oxley. Did you litigate that case? 

Mr. SiNDER. Yes, sir. It has made it through the District of Co- 
lumbia District Court. The case involves the OCC’s grant of author- 
ity for national banks to sell crop insurance. They granted this au- 
thority under section 247 of the National Banking Act, which is the 
general powers provision of the National Banking Act. There is a 
separate provision, as you know, called section 92 which authorizes 
small-town national banks to engage in insurance sales activities. 

The Comptroller argued that it was permissible for all banks to 
engage in crop insurance sales because it was credit-related insur- 
ance. There is a decision that was issued by the D.C. circuit several 
years ago that said that credit-related insurance products that are 
limited to the amount of the loan and for the terms of the loan are 
permissible for bank sales. 

We argued that that is a very specific exemption and that crop 
insurance is a general insurance product, like any other PNC prod- 
uct, and that if you allow banks to sell crop insurance as a credit- 
related activity, you completely eviscerate the very small exception 
that is left by the small-town sales provision. The court agreed 
with us. The court said that section 247 does not authorize general 
insurance sales like crop insurance because of the existence of sec- 
tion 92, which limits those activities to small towns. 

Mr. Oxley. Thank you. That appears to be, that one and a simi- 
lar one appear to be a different outcome than had been the case 
over the last several years, was it not? In other words, there were 
a number of decisions based on OCC decisions that went pretty 
much with the OCC, and then these two appeared to be going in 
the opposite direction. 

Mr. SiNDER. We believe the tide is turning. 

The other decision in some ways might be more important for 
this committee’s deliberation. It is a case that was issued by the 
11th circuit and it involves the ability of national banks to under- 
write annuity-based products. The 11th circuit held that the Comp- 
troller had authorized this activity of section 247 under the Na- 
tional Banking Act, again as a general banking power. It involves 
a unique product called a retirement CD that is an annuity with 
a deposit component. The 11th circuit said that there is no under- 
writing authority that exists under section 247. The Comptroller 
had issued various statements saying that he believed that there 
was such authority. This is the first time that a court has had the 
opportunity to review the underwriting issue and they went 
against the OCC. 

Mr. Oxley. Thank you. Mr. Zimpher, what effect on Nationwide, 
what would be the effect on Nationwide if you were unable to form 
a mutual holding company? How would it affect your ability to 
raise capital and indeed be competitive in the marketplace? 

Mr. Zimpher. Well, fortunately, Mr. Chairman, fortunately right 
now I don’t know that it is necessary for us to consider that for cur- 
rent purposes to capitalize ourselves. Our life company. Nationwide 
Financial Services, is a publicly traded company. Our mutual com- 
pany owns 80 percent of that company. 
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If this bill were to be in effect, though, I think the net effect 
would be we would have to form a mutual holding company. I don’t 
think we would have to demutualize necessarily, but we would 
have to form a mutual holding company in which to engage in 
other affiliated activities. Otherwise, simply to avoid dual regula- 
tion or double regulation of all of the various products. 

Mr. Oxley. Thank you. 

Let me ask Mr. Schultz, why aren’t the provisions that H.R. 10 
has included to require for a deduction from regulatory capital of 
a bank’s investment and its operating subsidiaries sufficient to ad- 
dress these concerns? 

Mr. Schultz. I think many reasonable people in the past have 
indicated that, and I think you are addressing firewalls, I assume. 

Mr. Oxley. Yes. 

Mr. Schultz. Firewalls can evaporate pretty quickly at times, 
and it appears to me that the op-sub is just closer to the core bank 
than if it were in a separate holding company structure. 

Mr. Oxley. Have you had discussions with other bankers from 
Iowa on this provision, and is there a consensus on this issue? 

Mr. Schultz. I haven’t had that many discussions on this spe- 
cific topic recently, but I think most community bankers would sup- 
port the affiliate approach. 

Mr. Oxley. Thank you. 

The Chair’s time has expired. 

The gentleman from New York, Mr. Towns. 

Mr. Towns. Thank you very much, Mr. Chairman. If we simply 
pass the House banking version of H.R. 10 without any changes 
whatsoever, would your industry have a level playing field — I will 
sort of go down the line with this question — competing against one 
another? The banking market, if we pass it as is, if the Commerce 
Committee says okay, we like it, we smile and we send it on its 
way without doing anything to it — let’s start with you, Mr. Schultz 
and then go down. 

Mr. Schultz. Again, the question is, am I going to smile and like 
it? 

Mr. Towns. No, no. I am saying if we smile and say we like the 
bill and we send it on, the question is if we do that, would your 
industries have a level playing field for competing against one an- 
other? That is the question. 

Mr. Schultz. Possibly leveler, but I am not so sure completely 
level. 

Mr. Towns. What should we do then to make it level? 

Mr. Schultz. I would have to think about that for a moment. 

Mr. Towns. All right. We will go to Mr. Sutton. 

Mr. Sutton. From the standpoint of the securities industry I 
think it would go a long way toward leveling the playing field, par- 
ticularly toward the areas that I pointed out in my testimony, us 
competing against banks, and us being able to purchase banks, 
which today we can’t purchase; on the other hand they can pur- 
chase us. So I think it would make substantial progress toward lev- 
eling the playing field for us. 

Mr. ZiMPHER. Mr. Towns, that is a very good question. I would 
have to say from our perspective, it does level the playing field. 
You heard some earlier testimony from Mr. Nichols expressing 
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some concern about a couple of provisions as they relate to func- 
tional regulation of products in the insurance industry issued by 
banks or securities firms. With the assurance that functional regu- 
lation is secured for all products, I think it would level the playing 
field. 

As you well know, H.R. 10, as reported by the Banking Com- 
mittee, while it provides for an affiliate structure or an operating 
subsidiary structure in underwriting securities, it does not provide 
for such an underwriting insurance, and we are satisfied with that 
and would strongly encourage the committee to certainly at least 
retain that feature of the Banking Committee report. 

Mr. Towns. Thank you. 

Mr. Binder. In the insurance sales context, we would not believe 
it would create a level playing field, but an unlevel one. The pri- 
mary reason is that State insurance regulators would be tremen- 
dously inhibited in their ability to regulate bank insurance sales 
activities where they have an unfettered right to regulate all insur- 
ance activities of other agents. 

In our written testimony we have suggested three specific areas 
that we believe need to be addressed to help level this playing field. 
One is to treat the opinions of State insurance regulators equally 
with those of Federal banking regulators when an insurance sales 
requirement is challenged by a bank. The second is to alter, amend, 
the nondiscrimination provisions. 

Right now, those provisions did not allow you to take into ac- 
count in any way the special situation of a bank when it engages 
in sales activities, including inadvertent impact on a bank even 
when the legislation is not directed on a bank. We believe that the 
inadvertent impact section should be deleted and that the core non- 
discrimination provisions should be modified to indicate that it is 
only when you treat a bank differently because of its insured finan- 
cial status that the law is prohibited. 

The last thing we have suggested is that six changes be made to 
improve the safe harbor provisions that protect State insurance 
laws that do specifically address bank sales of insurance activities, 
and those specific changes are outlined in our testimony. 

Mr. Towns. Thank you. 

Some of my colleagues are saying that we should expand the pro- 
visions of the CRA to cover industries other than the banking insti- 
tutions. What do you say to that? 

Mr. Schultz. Sometimes as a community bank I wonder why we 
are subject to CRA, because if we don’t invest 

Mr. Towns. I didn’t hear you. 

Mr. Schultz. I said sometimes we wonder as a community bank 
whether we should be subject to CRA, why we should be when 
maybe our credit union friends are not, you see. I am not sure that 
extending regulatory burden wider is really the solution in many 
cases, even though from a competitive standpoint it certainly raises 
some question. I make loans to customers and so on, and we also 
sell insurance. And getting back to the question you raised a little 
while ago, in my State, banks have been allowed to sell insurance 
for a long time. Our people are licensed agents, are subject to State 
insurance regulations and have had no problems. So I think the 
concern in the banking industry in some areas might be in the 
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States where this hasn’t been the practice as to whether it will be 
easy enough for banks to enter the insurance business because of 
the safe harbors that are in the proposed legislation. 

Again, getting back to the question about CRA and other types 
of regulation, you know, we are regulated as a bank and so on. As 
it relates to how we invest in our community and other consumer 
regulations, I am not sure who regulates Bob Spear, my American 
Family agent friend, when he makes a car loan, or makes a house 
loan, or the State Farm agent who is a friend of mine also who 
does the same thing. 

Mr. Towns. My time has expired, so please respond briefly. 

Mr. Sutton. CRA is really not something I can comment on be- 
cause it is not something we have been involved in. 

Mr. ZiMPHER. I think you raise an interesting question. I don’t 
believe the insurance industry should be subject to the CRA. I 
think the nature of investments, the nature of the use of capital 
within my industry as opposed to the banking industry, insuring 
properties and lending mortgage capital and lending practices are 
two very distinct business functions, and I think that I would seri- 
ously question whether CRA should be applied to the insurance in- 
dustry. We make investments now, obviously, through our invest- 
ment subsidiaries and any other urban projects or redevelopment 
projects. So there is money being used in an investment capacity, 
in a capital flow capacity and in hundreds of cities around this 
country. 

Mr. SiNDER. This is an issue on which the insurance agents have 
not focused and have no direct interest. We are comfortable with 
the provisions as they are in the bill, but we have no official posi- 
tion at all. 

Mr. Towns. Thank you very much. 

Mr. Gillmor [presiding]. The gentleman from Illinois, Mr. 
Shimkus. 

Mr. Shimkus. Thank you, Mr. Chairman. Two quick questions 
for you all. It is one that I asked Secretary Rubin and a lot of you 
were in the room. 

The major players in the debate obviously is Chairman Green- 
span and the administration, whether it be Levitt or Rubin or the 
chair of the FDIC. If safety, soundness and stability is a principle 
that our financial institutions need to be based on, which I believe, 
and the political winds blow in different directions at different 
times, for the sake of talking to the average investor, who do you 
feel best is the least political of the players? Let’s just go from Mr. 
Schultz down. 

Mr. Schultz. Of those two players? 

Mr. Shimkus. Of the two sides of this debate. Chairman Green- 
span or really Secretary Rubin. 

Mr. Schultz. I think the public would probably feel that Chair- 
man Greenspan would be the less political. 

Mr. Shimkus. Who do you feel? 

Mr. Schultz. And I would too. 

Mr. Shimkus. You would agree, okay. Mr. Sutton? 

Mr. Sutton. I am not so sure that I know all of the views that 
have been expressed by all of the parties that you just discussed. 
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I would say that I think from what I understand, the various 
issues surrounding regulatory 

Mr. Shimkus. Well, the question is, to the consumer, if they want 
to make sure we are not playing politics and we want safety and 
soundness and really a nonpartisan overview of financial services, 
who would they trust? 

Mr. Sutton. I think they would trust safety and soundness to 
the bank regulators and investor interest to the SEC, which I think 
is what you have been hearing about probably all day long. 

Mr. Shimkus. Well, I want to know what you would feel, but that 
is fine. 

Mr. Zimpher. 

Mr. Zimpher. Mr. Chairman and Mr. Shimkus, I have no idea 
who the public might — how they may perceive it. I have the utmost 
respect for both of those gentlemen. I think this country has been 
well-served by two very public-spirited gentlemen. I have read both 
of their testimony, studied their positions. I tend to support Mr. 
Greenspan. Whether the public would support that predominantly, 
I have no idea. 

Mr. Shimkus. Well, I think the public understands that one is a 
politically appointed position and one is not. 

Mr. SiNDER. The insurance agents have the utmost respect for 
both Federal regulators, but the most important concern for us be- 
tween the debate for subs and affiliates is not where insurance ac- 
tivities are performed, but it is who gets to regulate them. For us, 
we don’t believe any Federal regulators should regulate them, be- 
cause no Federal regulator has ever regulated insurance activities 
or other activities. Those should be left to be functionally regulated 
by the States. 

Mr. Shimkus. Okay. The last question is: Is there a larger risk 
to the FDIC and the taxpayer if the operating subsidiary version 
of H.R. 10 becomes law over if the holding company version of H.R. 
10; and I will just go down the line again. Mr. Schultz. 

Mr. Schultz. I think consistent with my testimony, it would be 
that there is less risk that is pushed out into a separate affiliate 
of the holding company, and after hearing this debate and reading 
the testimony, I do not know which one you are going to hear last. 
Both of them present very sound arguments, but I think the less 
risk is the holding company. 

Mr. Shimkus. Mr. Sutton. 

Mr. Sutton. We are not currently involved in any banking 
activities 

Mr. Shimkus. But you might be. 

Mr. Sutton. So if we were, I would assume that from the issue 
of risk, that the holding company would probably be less risk. 

Mr. Shimkus. Thank you. 

Mr. Zimpher. I would probably agree with that, Mr. Shimkus, 
but that is an unfounded opinion. That is an uninformed 

Mr. Shimkus. You could be a Member of Congress, then. I mean 
it would work out. 

Mr. Zimpher. I have thought about it. 

Mr. SiNDER. I hate to sound like a broken record, but again, we 
believe the most important focus is on who regulates the activities. 
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not where the activities take place, and as long as whatever bill is 
enacted 

Mr. Shimkus. Now, that is a cop-out, because the issue in this 
debate is the holding company versus the operating subsidiary, and 
if insurance sales goes under the operating subsidiary, people are 
going to make the claim that the insurance is subsidizing some of 
that risk. 

Mr. SiNDER. I don’t think from a sales perspective you have the 
same subsidization concerns as you do from an underwriting per- 
spective. If we had to choose, we would choose to put it in the affil- 
iate, but like Chairman Levitt, we believe that the most 
important 

Mr. Shimkus. We are the politicians here. We are asking for gut 
responses based upon your industry. 

Thank you, Mr. Chairman. I yield back. 

Mr. Sutton. Mr. Gillmor, could I excuse myself? 

Mr. Gillmor. Mr. Sutton, yes, go ahead. Thank you for being 
here with us. 

The gentleman from Michigan, the ranking member of the com- 
mittee, Mr. Dingell. 

Mr. Dingell. Mr. Zimpher, you expressed concern that the 
Comptroller’s op-sub rulemakes it clear that he is willing to allow 
the banks to do any nonbank activity, including underwriting. I 
share that concern. The Comptroller also told me that today, there 
are 19 national banks or subsidiaries of national banks under- 
writing insurance in the United States, and that there are 22 sub- 
sidiaries of banks engaged in reinsurance activities. Is there a risk 
to depositors when banks that don’t have experience in the insur- 
ance industry get involved in such activities as underwriting and 
reinsurance? 

Mr. Zimpher. I believe there very well potentially could be, sir; 
yes, sir. 

Mr. Dingell. As I note, the Comptroller indicates that 12 of the 
22 banks that are engaged in reinsurance use managing general 
agents or independent contractors to perform at least part of these 
insurance activities. Doesn’t that tell you that the banks who do 
this really don’t know very much about the business, and are sim- 
ply relying on others to do the job for them? 

Mr. Zimpher. One could reach that conclusion, Mr. Dingell. I am 
not familiar with the specific examples you cite, but from your 
presentation, one could reach that conclusion, yes. 

Mr. Dingell. Now, doesn’t it also make it clear that banks and 
its depositors are especially vulnerable to fraud and mismanage- 
ment by these contractors? 

Mr. Zimpher. That is also a distinct possibility and potential, 
yes. 

Mr. Dingell. And that would be particularly true in view of the 
facts that banks would not be subject to State regulation and that 
there would be no substitute Federal regulation which would be 
put in place; isn’t that right? 

Mr. Zimpher. That follows along the reasoning of your earlier 
questioning of the prior panel, Mr. Dingell. Absent State regulation 
that particularly would relate to fraud or sales practices, there 
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would be a void, and policyholders, other investors could very seri- 
ously suffer. 

Mr. Dingell. Indeed, the insurance pools that protect people in 
the event of collapse of an insurance company would no longer be 
present; isn’t that right? 

Mr. ZiMPHER. That’s right. If the banking laws don’t apply, that’s 
right. They are not going to be assessed; they will not participate 
in their guarantee funds, so the holders of those policies are 
again 

Mr. Dingell. The insurance commissioners have suggested 
amendments to this. Do you support the amendments that the in- 
surance commissioners have suggested to protect against the 
abuses that you and I have been discussing? 

Mr. ZiMPHER. Mr. Chairman and Mr. Dingell, we support any ef- 
fort to strengthen and assure functional regulation. 

Mr. Dingell. It is my understanding — this one to Mr. Binder, 
please. It is my understanding that 18 different states have laws 
that require separation of banks’ loan making and insurance sales 
activity. If H.R. 10 in its present form were to become law, would 
the physical separation laws of these 18 states be preempted? 

Mr. Binder. Possibly. 

Mr. Dingell. Can you say they would not? 

Mr. Binder. You could not say they would not. 

Mr. Dingell. As a matter of fact, it is almost certain they would, 
isn’t it? 

Mr. Binder. I believe that they would. 

Mr. Dingell. Very well. The Michigan Btate house has passed 
a resolution calling on the Michigan Btate delegation, our two Ben- 
ators, and the Congress at large to enact legislation that affirms, 
not preempts, Btate insurance laws including Michigan’s physical 
separation law. This resolution was supported not only by the 
Michigan Association of Insurance Agents, but also by the Michi- 
gan Bankers’ Association and the Michigan Credit Union League. 

Is it your view that H.R. 10 as reported by the banking com- 
mittee fails to protect Michigan Btate insurance laws as this reso- 
lution suggests? 

Mr. Binder. Yes. 

Mr. Dingell. Now, why is it possible for the Michigan Bankers’ 
Association to support Michigan’s physical separation law, but the 
National Bankers’ Association opposes the same law at the Federal 
level? 

Mr. Binder. I wish I knew the answer to the question. 

Mr. Dingell. It is a good question, isn’t it? Now, your written 
statement says as follows: “Although the bill pays lip service to 
functional regulation in certain respects, it ultimately fails to pro- 
tect it.” That is a strong statement. Must the functional regulation 
provisions of the bill be strengthened if the insurance agents are 
to support financial services legislation? 

Mr. Binder. Yes. 

Mr. Dingell. Now, if the functional regulation provisions of the 
bill are not improved, would it be fair to say that the agents are 
no better off with the banking committee’s bill than with the cur- 
rent law? 

Mr. Binder. That’s essentially correct in my view. 
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Mr. Dingell. Now, there have been some recent court rulings 
that have called into question the decisions of the Comptroller to 
permit banks to engage in insurance activities. 

Are these rulings evidence that the courts thinks that the Comp- 
troller has gone too far in improving insurance powers for banks? 
Is it possible that with the tide turning against the Comptroller 
that the courts’ agents might be better off with the current law and 
fighting it out in the courts, rather than with the enactment into 
law of the banking committee’s bill? 

Mr. SiNDER. Possibly. We are very much in favor of the decisions. 
They do point to specific areas where the Comptroller has over- 
stepped his bounds, but there are certain advantages to the current 
bill if it is enacted. 

Mr. Dingell. Thank you. Thank you, Mr. Chairman. 

Mr. Gillmor. Thank you, Mr. Dingell. A question for Mr. Binder 
and also if the other members would like to jump in, on the issue 
of title insurance. The banking version generally permits national 
banks to sell insurance with the exception of title insurance. 

From your experience, is there any justification for treating title 
insurance different, or do you think they should be all forms of in- 
surance? 

Mr. SiNDER. There is some justification for treating title insur- 
ance differently. It is a product that is a one-time sale. It primarily 
protects the bank’s interests and not the consumer’s interests in 
the underlying loan and protecting the underlying loan. There is 
some conflict of interest in a bank that is seeking to get the loan 
and will too readily approve a title insurance sale in order to se- 
cure the loan. 

Mr. Gillmor. Why wouldn’t the same arguments apply to any 
other type of insurance that the bank was selling to a borrower? 

Mr. SiNDER. We believe there are issues involved in other sales 
to borrowers. But those products do not protect the interests of the 
bank. They do protect the first beneficiary of such products. 

Mr. Gillmor. How about credit life? 

Mr. Binder. Credit life has a long and tortured history. 

Mr. Gillmor. The fact is it protects the bank. 

Mr. Binder. If we had our druthers, the banks would not be per- 
mitted to sell credit life directly, but we have lost that fight. 

Mr. Gillmor. Basically, you would prefer that the bank not sell 
insurance, credit life, title, whatever? 

Mr. SiNDER. Under the bill, the bank can sell title insurance 
through an affiliate, it just cannot do it through a subsidiary. The 
title insurance product is very complicated because the agent takes 
on some of the underwriting risk. 

When you sell any other type of insurance product, the under- 
writing and the sale are completely separate. So if the bank acts 
as the agent, or if the bank subsidiary acts as the agent in the sale 
of the product, a different company, which under the bill would 
have to be an affiliate, assumes all of the underwriting risk. 

When you sell a title product, the agent him or herself also as- 
sumes some of the underwriting risk. So in effect if you don’t treat 
title differently, you are allowing the bank to engage in some un- 
derwriting activities, whereas it can’t for any other insurance prod- 
uct. 
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Mr. Gillmor. Any other comments on that issue, Mr. Schultz? 
Mr. Zimpher? 

Mr. Zimpher. I would not, no. 

Mr. Gillmor. Mr. Zimpher, is the banking committee bill’s provi- 
sions regarding the separation of financial and commercial activi- 
ties creating problems for insurance companies since insurance 
companies take money from policyholders and invest for those pol- 
icyholders? 

Mr. Zimpher. Mr. Chairman, you are right that insurance com- 
panies must invest the funds that they receive from policyholders. 
Those investments are strictly limited and regulated by State in- 
vestment statutes and laws across the country. 

Section 6 of H.R. 10, as it is reported by the banking committee, 
would permit insurance companies to retain some shares of interest 
in investment operations on behalf of policyholders. We happen to 
believe that that perhaps should be expanded, particularly on be- 
half of our policyholders whose funds it is we are investing; that 
insurance companies should continue to have some management 
supervisory role and responsibility in those operations. 

Mr. Gillmor. If I may go back to you, Mr. Binder, we were told 
earlier by the Treasury Secretary that financial activities and oper- 
ating subs would be regulated in the same manner as affiliates. 

My question is what has been the real-life experience of insur- 
ance agents in respect to insurance sales through banks and bank 
operating subsidiaries? Is there a feeling on the part of an agent 
that there has been any loss of consumer protection? 

Mr. Binder. This is an area that the Comptroller of the Currency 
has tread somewhat lightly because of the pendency of the H.R. 10 
bills. The history of this is that there was a real question about 
whether section 92, the small town sales authorization, overrode 
Btate laws that prohibited bank sales of insurance. That issue was 
not resolved until 1996. 

In March 1996, the Bupreme Court issued a decision. They said 
section 92 preempts. In the wake of that, 25 Btates enacted bank 
sale of insurance consumer protection provisions to regulate the 
manner in which small town banks sell insurance. 

The first Btate to do so after the Barnett decision was Rhode Is- 
land. Within 6 months before the Department of Insurance could 
even issue its implementing regulations, the Comptroller of the 
Currency issued a request for comments in the Federal register 
asking whether certain provisions included in the Rhode Island bill 
should be preempted. That was in February 1997. It has been over 
2 years. 

The Comptroller has not issued any opinion on this. We believe 
that it is because the office fears congressional response if it 
oversteps its bounds in doing so. As soon as this issue is resolved, 
we also fear that the Comptroller will then step up and give his 
view on whether these laws should be allowed to exist. In the past, 
the Comptroller has made statements that licensing provisions 
shouldn’t apply to national banks, and anything else that interferes 
in a way that the Comptroller feels is bad with the banks’ insur- 
ance sales function should not be allowed to exist. 
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So today, is the real practical experience that banks are com- 
plying with these provisions? Yes. Do they want to challenge them? 
Yes. 

Mr. Gillmor. Mr. Schultz, are you a national bank or a State- 
chartered? 

Mr. Schultz. National bank. We have a holding company that 
also owns a State-chartered bank. 

Mr. Gillmor. You have been selling insurance for how long? 

Mr. Schultz. Many, many years, 30 years. 

Mr. Gillmor. Including title insurance? 

Mr. Schultz. No. I don’t pretend to know much about title insur- 
ance. Iowa was one of the few States that doesn’t allow, maybe the 
only State that doesn’t allow title insurance. 

Mr. Gillmor. Doesn’t allow title insurance? I used to practice 
real estate law. I’m glad I was in Ohio. 

In any event, Mr. Towns, do you have any further questions? If 
not, I want to thank the panelists for being here. We appreciate it 
very much. Stand adjourned. 

[Whereupon, at 3:10 p.m., the subcommittee was adjourned.] 

[Additional material submitted for the record follows:] 

Prepared Statement of Hon. Kenneth E. Bentsen, Jr., a Representative in 
Congress from the State of Texas 

Mr. Chairman, I appreciate the opportunity to provide my views on financial mod- 
ernization legislation before the House Commerce Committee. I would like to focus 
on one aspect of this legislation that directly relates to the safety and soundness 
of our financial system and competitive equity between foreign and national banks. 
This issue is about the corporate structure that this legislation will provide for our 
nation’s banks. 

I am a strong proponent of providing more than one option of operational struc- 
ture to our nation’s banks. I believe that decisions about corporate governance 
should be made by the bank’s officers, not the federal government. Later this month, 
your Committee will be voting on H.R. 10, financial modernization legislation. I 
would urge you to keep those provisions included in the House Banking Committee 
version of this bill that would preserve flexibility for our nation’s banks and would 
permit them to create operating subsidiaries or bank holding company affiliates to 
offer new services to their customers. 

I believe that there is no safety and soundness associated with the inclusion of 
the operating subsidiary structure in financial modernization legislation. During 
testimony presented to the House Banking Committee in May 1997, I asked Federal 
Reserve Chairman Alan Greenspan whether there was any safety and soundness 
concern or risk with an operating subsidiary structure. Let me quote his response: 
“My concerns are not safety and soundness. It is an issue of creating subsidies 
for individual institutions which their competitors do not have. It is a level play- 
ing field issue. Non-bank holding companies and other institutions do not have 
access to that subsidy, and it creates an unlevel playing field. It is not a safety 
and soundness issue.” 

His response clearly indicates that safety and soundness is not a concern, assuming 
appropriate firewalls are in place, just as they are with a holding company-affiliate 
model and as provided by the House Banking Committee’s legislation. In fact, 
Chairman Greenspan argued that a bank receives a subsidy form its parent bank, 
not its operating subsidiary. Further, Chairman Greenspan acknowledged that 
banks can also receive a subsidy through its holding company affiliate as well. 

I believe that our capital markets today are very efficient and transparent and 
would be able to discount such subsidies if they do exist. In recent hearings, I asked 
several federal bank regulators about this issue and they all agree that there is no 
difference in capital costs for banks who wish to set up either an operating sub- 
sidiary or bank holding company affiliate. In addition, the House Banking Com- 
mittee approved bill imposes strict firewalls and a requirement for the bank to be 
well-capitalized before it can opt to set up an operating subsidiary. Banks will ben- 
efit from this added flexibility by choosing whichever structure is better for their 
individual company. Finally, I would argue that the operating subsidiary structure 
will ensure 
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that all assets of banks, including its operating subsidiary, are subject to Commu- 
nity Reinvestment Act (CRA) regulations. 

As you may know, the current and three previous Chairs of the Federal Deposit 
Insurance Corporation (FDIC) have emphatically stated that restricting the organi- 
zational flexibility of banking organization will have a negative impact on the safety 
and soundness of our financial system. If banks are required to provide new activi- 
ties through holding company affiliates, but not in operating subsidiaries, the reve- 
nues earned by these new activities will flow directly to the holding company share- 
holders, and not to the bank. If the bank runs into trouble, the FDIC will not be 
able to reach these holding company assets, which rightly should be used to protect 
the bank and the FDIC funds. 

Further, I do not believe that there is any compelling evidence that the federal 
government should be interfering with private business decisions regarding organi- 
zational structure. Each business in this country should be free to organize its ac- 
tivities in the most efficient manner for that organization. For some banks, an oper- 
ating subsidiary may be more cost-effective, while other banks may choose to use 
holding company affiliates to offer new services to their customers. For instance, it 
might be cheaper to organize an operating subsidiary because they do not require 
a multiple set of books and board of directors or legal requirements. Other banks, 
however, may elect to create a holding company structure because of teix con- 
sequences, compensation schemes, multibranding, risk management, and geographic 
location. Banks should be free to make business decision for themselves without un- 
necessary government mandates. 

I would also encourage you to consider how these options will affect our nation’s 
smaller, community banks. Because smaller institutions have a smaller revenue 
base, they may not be able to afford to absorb increase organizational and regu- 
latory costs of operating a holding company. For these smaller banks, the operating 
subsidiary option may be the best and most economically feasible option for these 
banks to offer their customers a full range of financial products in the most cost- 
efficient manner. 

We need to enact le^slation that provides for adequate supervision to ensure that 
expanded financial activities are conducted safely and soundly in a subsidiary or an 
affiliate. The solution is not to favor one structure over another but rather to pass 
legislation that provides that the regulators can adequately supervise the effect on 
the bank of the expanded activities and bank’s relationship with its subsidiaries or 
affiliates. This supervision along with adequate internal controls by the banks is the 
critical element to conducting in activities in a safe and sound manner rather than 
a mandated corporate structure. 

Another argument that has been made in opposition to operating subsidiaries is 
that the banks are more protected from corporate veil piercing under a holding com- 
pany structure. This is wrong. Bank subsidiaries, in the same manner as bank affili- 
ates, are legally separate from the insured bank. In those extremely rare instances 
when a court ignores this legal separation and permits the corporate veil to be 
pierced, an exhaustive empirical study conducted by Cornell Law Review shows that 
affiliates, not parent organizations, have been found financially liable in the greater 
number of instances. Piercing the corporate veil depends on how entities conduct 
their operations and not on how the operations are structured within an organiza- 
tional chart. 

Opponents to the subsidiary option also assert that banks have a subsidy from 
the Federal safety net through the deposit insurance program, the access to the dis- 
count window and the payments system. These opponents argue that banks funding 
operations through subsidiaries have an unfair competitive advantage over non- 
bank owned competitors. I would disagree with this argument, because I believe 
banks are among the most heavily regulated private institutions in American soci- 
ety. After factoring in the costs of regulations and what banks’ pay for the services 
in the federal safety net, I believe it is difficult to argue that any net subsidy exists. 
Even assuming for argument’s sake that a net subsidy exits, there is no evidence 
that a holding company affiliate structure would be more effective than the oper- 
ating subsidiary in containing the net subsidy because equivalent safeguard may be 
put in place. The subsidy could be passed through in the form of dividends to the 
bolding company. And, in repeated questioning neither Chairman Greenspan nor 
the Federal Reserve has provided any quantitative evidence of such a subsidy nor 
any quantitative analysis determining a differential in such subsidy between an op- 
erating subsidiary and a holding company affiliate. 

I would also like to point out that the Federal Reserve has not expressed the same 
concerns about transfer of the subsidy in connection with foreign bank operations 
in the United States. In this decade alone, the Federal Reserve Board has issued 
approvals for almost 20 foreign banks to own directly so-called Section 20 subsidi- 
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aries that engage in securities underwriting activities in the United States. While 
foreign hanks are not supported hy the United States federal safety net, they do 
have full access similar safety net benefits in their home country. Yet, these foreign 
banks are permitted to conduct non-banking activities directly through a subsidiary 
structure in the United States. In its first order permitting foreign banks to conduct 
securities underwriting through a Section 20 subsidiary, the Board states that any 
potential advantages of allowing foreign banks to operate through the subsidiary 
structure rather than the bank holding company structure is not significant in light 
of the firewalls imposed. These firewalls are similar to those including in H.R. 10 
as reported by the House Banking Committee. 

It simply does not make sense to permit foreign banks to enjoy the benefits of 
organization freedoms when acting in the United States but to deny these same ben- 
efits to United States banks. I believe in the principle of national treatment, which 
means foreign banks are treated in the same way as national banks. However, I do 
not believe that we should be providing flexibility to foreign banks that are denied 
to domestic institutions. 

Further, I would like to inform the Committee that I believe that these operating 
subsidiaries would ensure functional regulation for products sold from them. This 
would ensure that the Securities and Exchange Commission and states’ securities 
regulators would have primary regulatory jurisdiction of operations. I believe that 
functional regulation is the most appropriate manner to ensure that consumers will 
understand what they are buying. 

Therefore, I urge this Committee to follow the approach of the Banking Com- 
mittee by giving our banks the organizational choice that will be available to foreign 
banks under this legislation. 


Prepared Statement of The National Association of Independent Insurers 

The National Association of Independent Insurers ( NAII) is the nation’s largest 
full service property-casualty trade association with 619 members in the United 
States. NAII members include insurance companies of every size and type — stock, 
mutual, reciprocal and Lloyds. NAII members write almost $81.3 billion in annual 
premiums representing every type of property-casualty coverage, including auto- 
mobile, homeowners, business insurance, workers’ compensation and surplus lines. 

NAII and its members applaud the work of this committee and Congress in mov- 
ing the Financial Services Act of 1999 toward finalization. The current version rep- 
resents long hours of work at modernizing the financial services sector of the United 
States economy, while attempting to retain the best of existing regulatory structure 
in each of the respective areas of financial services. In addition to the public policy 
discussion at the congressional level, interested parties have worked behind the 
scenes to voice their concerns. A variety of regulators at the federal level — including 
the Chairman of the Federal Reserve, the Secretary of the Treasury, and the heads 
of the Office of Thrift Supervision and the Securities and Exchange Commission — 
have given their input. Likewise, state insurance regulators, through their organiza- 
tion, the National Association of Insurance Commissioners (“NAIC”), have com- 
mented on H.R. 10. In addition, trade associations comprised of insurers, insurance 
agents, thrifts, and banks, to name a few, have suggested language in an attempt 
to draft a bill which recognizes the needs of all the interested parties under such 
a unified financial services package. 

The authors of H.R. 10 have made great strides toward this objective by seeking 
to establish clear delineation of regulatory authority based on functional regulation. 
NAII and others believe that with modification, H.R. 10 can set out a bright line 
of functional regulation which will minimize needless costs of regulatory overlap and 
regulatory challenges, not only between the regulator and the regulated, but be- 
tween the different kinds of regulators. NAII supports H.R. 10 and the concepts be- 
hind it. However, NAII believes that in order to achieve true functional regulation 
and a smooth running financial services sector of the economy, H.R. 10 must be 
modified to clearly delineate functional regulation and thus ensure that no element 
of the financial services sector receives an unfair advantage. 

Section 104(c)(2) 

Of paramount concern to NAII members is the language in Section 104(c)(2). 
Summarizing Section 104(c)(2), no state may pass a law or regulate insurance ac- 
tivities where such law or regulation, as interpreted or applied, will have an impact 
on a bank that is substantially more adverse than on non-bank entities. On its face, 
this sounds rather innocuous, indeed laudable, as no law or regulation should be 
permissible if that law or regulation is intended to be more adverse to a bank than 
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other similarly situated entities. Unfortunately, this provision is not intent-based. 
It is based on the effect a law has on a particular party. Therein lies our concern. 
Section 104(c)(2), because it is effect based, provides a loophole which will permit 
banks to challenge state insurance laws even where there was no intention by the 
state of treating banks differently than insurance companies. We believe this is a 
path that will destroy the concept of functional regulation that the authors of H.R. 
10 have tried hard to preserve. 

Under H.R. 10 as currently drafted, the advantage is given to the banks. Banks 
gain because state laws are preempted simply because they are banks. Such pre- 
emption is not a two-way street, as insurers are not positioned to have banking laws 
preempted where a banking law would have an adverse impact on an insurer. 

A concrete example of where a bank could have an unfair advantage in relation 
to the business of insurance involves accounting practices. Currently, under what 
are called Statutory Accounting Principles (SAP), insurers are required to report 
their financial results under what tend to be more conservative accounting rules 
than Generally Accepted Accounting Principles (GAAP). Banks follow GAAP ac- 
counting. Would an insurer affiliated with a bank not be held to SAP, and not be 
as strictly regulated as an insurer without bank affiliation, since the imposition of 
differing accounting principles is an additional cost to the bank? 

The problem with Sectionl04(c)(2) is that it is not directly tied to the intent of 
the state to adversely impact a bank. Section 104(c)(2) operates regardless of the 
state’s intent. The only test of Sectionl04(c)(2) is if the impact on a bank is different 
because it is a bank. If that impact exists, then any such state law or regulation 
is preempted. This is not preemption based on a state passing a law intentionally 
to affect a bank in the context of insurance business. It is preemption by hindsight, 
as the state’s action will be viewed in relation to what happens, potentially years 
down the line, to a bank. It will not matter that the state had absolutely no inten- 
tion of adversely impacting a bank. It will not matter that the state law was reason- 
ably related to proper governmental objectives. What will matter is that a bank 
need not comply with such a law. That is an unfair advantage to the bank. 

Nor is it true functional regulation to give a bank this advantage, for by granting 
the advantage, there is an area where the function of the business of insurance is 
not reflated by the states. It is likely, too, that under Sectionl04(c)(2), costly litiga- 
tion will arise, for the bright line of functional regulation will become blurred as 
banks attempt to show that the effect, not the intent, of a state law adversely im- 
pacts the bank. In the context of these likely squabbles between banks and their 
regulators, and insurers and their regulators, under current Section 104(c)(2), finan- 
cial services modernization would not be controlled by functional regulation, but 
rather plagued by dysfunctional regulation. 

NAIC Amendments 

The National Association of Insurance Commissioners recently submitted to the 
Committee a package of amendments which include a call for deletion of 104(c)(2). 
NAII supports this and other NAIC amendments, and strongly encourages members 
of the House Commerce Committee to seriously consider their adoption. Please note 
that while stating NAH’s support for removal of Sectionl04(c)(2) from H.R. 10, the 
NAII strongly opposes any state law which is intended to have an adverse impact 
on a bank or which on its face singles out banks. Many NAII members have busi- 
ness relationships with banks, and would find affiliations with banks mutually ad- 
vantageous. 

In addition, NAII strongly supports the proposed NAIC clarification to Section 303 
stating that all insurance activities, not just sales, are to be functionally regulated. 
This change is consistent with the deletion of Section 104(c)(2) in order to achieve 
with “bright line” functional regulation. 

Operating Subsidiaries 

NAII applauds the language in H.R. 10, Section 304, stating that a national bank 
and the subsidiaries of a national bank may not provide insurance as principal. To 
do otherwise would make functional regulation virtually impossible. However, there 
are activities which are permitted to national banks and bank subsidiaries. These 
include “authorized products” or other insurance related activities. Because these 
products or activities are insurance related, consistent with functional regulation, 
these should be regulated by the states. 

At this point, it is appropriate to cite an example of an activity in which national 
banks or subsidiaries of national banks are permitted to engage but which should 
be functionally regulated as insurance. National banks are authorized to enter into 
debt cancellation agreements providing for the cancellation of the borrower’s out- 
standing debt upon the death of the borrower. The Office of the Comptroller of the 
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Currency (“OCC”) recently extended that authority to include debt cancellation 
agreements pursuant to which debt is cancelled as a result of the borrower’s dis- 
ability or loss of employment. These products resemble insurance and should be 
functionally regulated by the states. This is not to prohibit the banks from offering 
the products, only to regulate the product as insurance. 

A similar product is Guaranteed Auto Protection Coverage (“GAP Coverage”) 
whereby coverage is issued for the excess of the outstanding loan amount over any 
recovery from an insurer in the event of theft or total loss of a vehicle. For example, 
an individual may have a loan balance outstanding of $5000. The car is in an acci- 
dent and totaled, but the appropriate payment by the insurance company is deter- 
mined to be $4000. GAP coverage would pay $1000. National banks are permitted 
to offer this product. This product should be regulated by the state as insurance. 

The effect of a failure to regulate the above products as insurance if offered by 
a bank results in an unfair advantage to the bank in the sale of the product. If of- 
fered by a bank, these products are not subject to state regulation as are the same 
products if offered by an insurer. All of the additional cost of state regulation, and 
all of the additional state consumer protections, do not exist in relation to the bank’s 
issuance of these products. These costs do exist if an insurer offers the same prod- 
ucts. Thus, it is the insurer which is disadvantaged. 

Affiliations 

Undoubtedly, mergers and acquisitions are a reality of the modern corporate 
world and are a proper subject for financial services modernization. It is wholly ap- 
propriate for banks and insurers to affiliate. Such affiliation, however, must be con- 
sistent with functional regulation. The current language of H.R. 10 in Section 
104(a)(2) attempts to grant functional regulation of the transaction to the states as 
to the business of insurance, but in reality merely enumerates the information a 
state may require relating to the transaction. Indeed, under H.R. 10, a state may 
require that the insurer’s capital be restored to a certain level, but that is the extent 
of state authority. There are factors other than capital that relate to insurer sol- 
vency. Thus, the state effectively does not have functional regulatory authority over 
the affiliation. The NAIC’s proposed amendment goes far to restore functional regu- 
lation as applied to affiliations by permitting the states to collect, review, and take 
actions on such applications, provided that the state law does not discriminate 
against the bank. NAII supports this amendment as protective of the solvency of 
insurers in affiliations. 

Lee Amendment 

The NAII urges the Committee to delete the so-called Lee Amendment in Section 
6(b). The Lee Amendment would apply Fair Housing Act standards to insurance af- 
filiates of banks and represents a backdoor attempt to implement federal regulation 
of insurance. The Fair Housing Act, which was initially enacted in 1968 and amend- 
ed in 1988, prohibits discrimination in housing on the basis of race, color, religion, 
sex, familial status, national origin or handicap. It expressly applies to home sales 
and rentals and the service of home sellers, landlords, mortgage lenders and real 
estate brokers. The Act does not make any reference to the separate service of pro- 
viding property insurance for the simple reason that Congress, in enacting the law, 
recognized that insurance is a state regulated business. The Lee Amendment runs 
counter to the McCarran-Ferguson Act of 1945 which mandates the state regulation 
of the business of insurance. Every state and the District of Columbia have laws 
that prohibit insurance redlining. The addition of a federal application in this area 
will, at best, lead to a system of dual state and federal regulation of insurance. 

Conclusion 

NAII urges the Committee to adopt the NAIC amendments to H.R. 10 as con- 
sistent with and in furtherance of the concept of functional regulation. It is clear 
that the intent of the drafters of H.R. 10 is preserving state regulation of the busi- 
ness of insurance. No better tangible evidence of Congressional intent in this area 
exists than the wording of Section 301 of H.R. 10 which states that the intent of 
Congress with reference to the regulation of the business of insurance as embodied 
in the McCarran Ferguson Act remains the law of the United States. It is to the 
benefit of banks as well as insurers that H.R. 10 draw a “bright line” to define in- 
surance and regulate the insurance function. With that “bright line,” H.R. 10 will 
indeed be financial services modernization, streamlining the financial services sec- 
tor. 
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Prepared Statement of the Investment Company Institute 

I. Introduction 

The Investment Company Institute is the national association of the American in- 
vestment company industry. The Institute’s membership includes 7,646 open-end in- 
vestment companies (“mutual funds”), 457 closed-end investment companies and 8 
sponsors of unit investment trusts. The Institute’s mutual fund members have as- 
sets of about $5,730 trillion, accounting for approximately 95% percent of total in- 
dustry assets, and have over 73 million individual shareholders. The Institute’s 
members include mutual funds advised by investment counseling firms, broker-deal- 
ers, insurance companies, bank holding companies, banks, savings associations, and 
affiliates of commercial firms. 

The Institute has been an active participant in the debate on financial services 
reform and has provided testimony to Congress on subjects directly related to such 
reform numerous times over the last twenty-three years. The Institute appreciates 
the opportunity to provide the Committee with its views on H.R. 10, the “Financial 
Services Act of 1999.” 

Initially, we would like to commend the continued leadership of the House Com- 
merce Committee in its effort to reform our nation’s financial services laws. To most 
observers, it is now abundantly clear that the laws that separate mutual funds, 
banks, broker-dealers, insurance companies, and other financial services firms are 
obsolete in the face of technological advances, fierce competition, and dynamic and 
evolving capital and financial markets. 

By permitting affiliations among all types of financial companies, H.R. 10 rep- 
resents a major step forward in the effort to modernize the nation’s financial laws 
and to realign the financial services industry in a manner that should benefit the 
economy and the public. It also includes one of the most important principles that 
underlie successful financial services reform: the establishment of an oversight sys- 
tem based on functional regulation. 

Thus, H.R. 10, like S. 900, the “Financial Services Modernization Act of 1999,” 
reflects a sound framework for reform of the financial services industry, and we 
urge Congress to enact it. We are concerned, however, that attempts will be made 
to weaken its commitment to functional regulation, to apply the Community Rein- 
vestment Act (CRA) to mutual funds, or to affect the ability of mutual fund organi- 
zations and other service providers to share certain information that is necessary 
to effectively operate a mutual fund. Any of these actions would pose serious con- 
cerns for mutual funds and their shareholders. 

II. Background 

Regulation of the Mutual Fund Industry. Since 1940, when Congress enacted the 
Investment Company Act, the mutual fund industry has grown steadily from 68 
funds to over 7,000 funds today, and from assets of $448 million in 1940 to over 
$5 trillion today. In our view, the most important factor contributing to the mutual 
fund industry’s growth and success is that mutual funds are subject to stringent 
regulation by the Securities and Exchange Commission (SEC) under the Investment 
Company Act. The core objectives of the Investment Company Act are to: (1) ensure 
that investors receive adequate, accurate information about mutual funds in which 
they invest; (2) protect the integrity of the fund’s assets; (3) prohibit abusive forms 
of self-dealing; (4) restrict unfair and unsound capital structures; and (5) ensure the 
fair valuation of investor purchases and redemptions. These requirements — and the 
industry’s commitment to complying with their letter and spirit — have produced 
widespread public confidence in mutual funds. In our judgment, this investor con- 
fidence has been, and continues to be, the foundation for the success that the indus- 
try enjoys. 

Our opinion concerning the efficacy of the mutual fund regulatory system has 
been confirmed by the General Accounting Office. In its report on mutual fund regu- 
lation twenty-four months ago, the GAO found that “the SEC has responded to the 
challenges presented by growth in the mutual fund industry.” It also noted that the 
“SEC’s oversight focuses on protecting mutual fund investors by minimizing the risk 
to investors from fraud, mismanagement, conflicts of interest, and misleading or in- 
complete disclosure.” To carry out its oversight goal, the SEC performs on-site in- 
spections, reviews disclosure documents, engages in regulatory activities, and takes 
enforcement actions. The SEC is also buttressed by “industry support for strict com- 
pliance with securities laws.” ' 


^Mutual Funds: SEC Adjusted its Oversight in Response to Rapid Industry Growth (GAO/ 
GGD-97-67, May 28, 1997) at pages 28, 5 & 29, respectively. 
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The mutual fund industry has always spoken out against developments that 
would impair this effective and time-tested regulatory system which is what would 
occur if aspects of banking regulation were imposed on the mutual fund industry. 

Differences Between Bank Regulation and Mutual Fund Regulation. H.R. 10 recog- 
nizes that if financial services reform is to succeed in producing more vibrant and 
competitive financial services companies, it must provide a regulatory structure that 
respects and is carefully tailored to the divergent requirements of each of the busi- 
ness sectors that comprise the financial services marketplace. The mutual fund in- 
dustry has historically and continues to be subject to extensive SEC oversight. And 
for reasons that continue to make good sense even in this era of consolidation and 
conglomeration, the regulations governing the mutual fund business rest on dif- 
ferent premises, have different public policy objectives, and respond to distinct gov- 
ernmental and societal concerns. 

Our securities markets are based on transparency, strict market discipline, cre- 
ativity, and risk-taking. The Investment Company Act and federal securities laws 
reflect the nature of this marketplace and, accordingly, do not seek to limit risk- 
taking nor do they extend any governmental guarantee. Rather, the securities laws 
require full and fair disclosure of all material information, focus on protecting inves- 
tors and maintaining fair and orderly markets, and prohibit fraudulent and decep- 
tive practices. Securities regulators strictly enforce the securities laws by bringing 
enforcement actions, and imposing substantial penalties in a process that by design 
is fully disclosed to the markets and the American public. 

Banks, by contrast, are supported by federal deposit insurance, access to the dis- 
count window and the payments system, and the overall federal safety net. For 
these reasons, banking regulation imposes significant restraints and requirements 
on the operation of banks. 

It may well be that this regulatory approach is prudent and appropriate when it 
comes to the government’s interest in overseeing banks. But it would be fundamen- 
tally inconsistent with the very nature of the securities markets to impose bank- 
like regulation on mutual fund companies and other securities firms. To do so could 
profoundly impair the ability of mutual funds and securities firms to serve their cus- 
tomers and compete effectively. More worrisome, it could compromise the continued 
successful operation of the existing securities regulatory system. 

Finally, and perhaps most importantly, imposing bank-like regulation on an in- 
dustry for which it was not designed could even jeopardize the functioning of our 
broad capital markets. This would risk the loss of a priceless and valuable national 
asset. As SEC Chairman Arthur Levitt has stated, “[o]ur capital markets must re- 
main among our nation’s most spectacular achievements . . . Those markets, and in- 
vestors’ confidence in them, are rich legacies we have inherited, but do not own. 
They are a national asset we hold in trust for our children, and for generations of 
Americans to come.”^ Thus, this Committee is wise to ensure that otherwise well- 
intended efforts to modernize financial services law and regulation do not com- 
promise our capital formation system. 

HI. Successful Financial Services Reform Should Not Be Undermined 

Both H.R. 10 and S. 900 establish a new structure for the affiliation of financial 
services companies in the United States. The bills do not merely alter the nature 
of the banking system through banking reform, but instead propose a regulatory 
structure that reflects the new economic relationships. But because each of the in- 
dustries in the new holding company is subject to extensive oversight under distinct 
regulatory systems, both bills appropriately adopt the concept of functional regula- 
tion as the proper regulatory oversight system for an integrated financial services 
industry. This fosters regulatory reliance and respect for the jurisdiction of the regu- 
latory agencies that supervise these industries. The Institute strongly supports this 
result. 

Importantly, both bills protect the domestic banking and international financial 
system as well as insured depository institutions and the deposit insurance funds 
by providing the banking agencies with authority to take appropriate action when 
necessary. At the same time, they prevent the imposition of a banklike regulatory 
approach on the mutual fund industry by avoiding conflicting and duplicative regu- 
lation. This is accomplished without creating any regulatory gaps in the structure.^ 


2 “A Declaration of (Accounting) Independence,” Remarks by Arthur Levitt, Chairman, U.S. 
Securities and Exchange Commission, before The Conference Board, New York, New York 
(Oct.— 8, 1997). 

3 For these reasons, the Federal Reserve Board (FRB) has indicated that this functional regu- 
lation oversight system would maintain the safety and soundness of our financial system in gen- 
eral and the banking system in particular. See generally Hearings before the Senate Committee 
on Banking, Housing and Urban Affairs on H.R. 10, the Financial Services Act of 1998, Written 
Statement of Alan (jreenspan, Chairman of the Board of Governors of the Federal Reserve Sys- 
tem on H.R. 10 at 5 & 13-15. 
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We would like to take this opportunity to urge the Committee to oppose amend- 
ments that would (1) change the provisions in the bill that carefully proscribe the 
authority of bank regulators with respect to mutual funds and securities firms; (2) 
seek to apply aspects of the Community Reinvestment Act to mutual funds; and (3) 
limit, by statute, the ability of mutual fund organizations and other service pro- 
viders to share certain information regarding fund investors that is necessary to ef- 
fectively operate a mutual fund. 

In addition, we recommend three changes to H.R. 10: (1) clarification of the super- 
visory authority of the OTS and OCC over regulated nonbank entities to strengthen 
functional regulation; (2) — allowing companies to engage in limited commercial ac- 
tivities; and (3) extending the “grandfather date” for companies with commercial ac- 
tivities to control a thrift. 

Each of these points is discussed below. 

IV. No Weakening of Funetional Regulation Oversight^ 

To implement this oversight system, the FRB would be assigned regulatory re- 
sponsibility over all holding companies, including any financial services organization 
that owns a bank. Both bills also would refine the authority of the Federal Deposit 
Insurance Corporation (FDIC), the Office of the Comptroller of the Currency (OCC) 
and the Office of Thrift Supervision (OTS) in this same manner to ensure that they 
could not assert broader authority than that of the FRB with respect to regulated 
nonbank entities. 

In adopting this approach, both bills recognize that in the process of merging 
banks with various industries, it is necessary to adjust the present statutory author- 
ity of the banking agencies. This adjustment is needed because the statutory 
schemes applicable to these agencies did not envision that a bank might be affiliated 
with several, significant regulated nonbank entities like mutual fund companies and 
broker-dealers. These nonbank entities each have regulators with the expertise to 
supervise their operations and these regulators may be relied upon to coordinate 
their supervisory efforts with the banking agencies. 

Thus, H.R. 10 strikes an appropriate balance between preserving the authority of 
the FRB, OCC, FDIC and OTS to protect the safety and soundness of the banking, 
financial, and payments systems, and avoiding the potential for supervisory inter- 
vention into a regulated nonbank entity’s day-to-day affairs that are the responsi- 
bility of its primary supervisor like the SEC for mutual funds. 

In this connection, the Institute suggests that Sections 115(a)(4)&(5) and 
118(b)(2)&(3) of H.R. 10 be deleted as inconsistent with this functional regulation 
framework. These Sections grant the OCC and OTS authority beyond that which 
is granted the FRB. Eliminating these provisions would pose no safety and sound- 
ness concerns. Such action will also reinforce an oversight system that relies on and 
defers to the expertise and supervisory strengths of different functional regulators 
(in the investment company case, the SEC). It would also reduce the potential for 
inconsistent and contradictory actions concerning investor protection, for overlap of 
regulation and for conflict among regulators. 

As indicated by the FRB, a proper oversight system for these new financial serv- 
ices organizations is enhanced by “relying on the expertise and supervisory 
strengths of different functional regulators, reducing the potential [for] burdensome 
overlap of regulation, and providing for increased coordination and reduced potential 
for conflict among regulators.”^ 

Unless the bill is amended, OTS and OCC will be able to assert the power to take 
discretionary supervisory action based on their judgment about business risk. This 
would allow them to claim the authority to apply a bank-like regulatory approach 
and/or impose activity or operational restrictions on mutual fund complexes in par- 
ticular or the securities markets generally. This could profoundly impair the contin- 
ued successful operation of the existing securities regulatory system and damage 
our capital markets. This is why we suggest that certain changes be made to clarify 
the role of the OTS and OCC — and to grant these agencies no greater authority then 


4 This section addresses the socalled “Fed Lite” oversight provisions in Subtitle B of Title 1 
of H.R. 10 that relate to the functional regulation of mutual funds, securities firms and insur- 
ance companies in a holding company system. 

5 See Hearings before the Subcommittee on Finance and Hazardous Materials, Committee on 
Commerce on H.R. 10 and Financial Modernization, Testimony of Alan Greenspan, Chairman 
of the Board of Governors of the Federal Reserve System at 10. 
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that which is granted to the FRB. This action will strengthen the strong functional 
regulation oversight system embodied in H.R.IO. 

V. CRA Should Not Apply to Mutual Funds 

The mutual fund industry is opposed to attempts to extend CRA to mutual funds. 
Such an action would act against the interest of the millions of middleincome Amer- 
icans who invest in mutual funds, would be directly at odds with the obligations im- 
posed on fund managers to place the interests of the fund shareholders first, and 
would fundamentally misconstrue the nature of CRA and represent a drastic change 
in its purpose. 

First, the effects of imposing CRA-like requirements on mutual funds would be 
largely borne by middle-income Americans. Institutions and wealthier individuals 
are better able to obtain the benefits of diversification and professional management 
of their portfolios through direct investments. 

Second, forcing mutual funds to make investments in order to serve some general 
social or political purpose — no matter how well-intended — would be directly at odds 
with the entire regulatory and fiduciary structure that governs the activities of mu- 
tual funds, the purpose of which is to place the interests of the funds’ investors first. 
(Unlike bank depositors, who receive a rate of return guaranteed by the federal gov- 
ernment, the return on every investment made by a mutual fund is directly passed 
on to the fund’s shareholders.) As the former acting Chair of the SEC stated, “Im- 
posing community reinvestment requirements on funds similar to those imposed 
under the CRA would require fund directors and managers to take into account fac- 
tors other than the interests of their shareholders, which would be fundamentally 
incompatible with the requirements of the Investment Company Act.”'’ 

Third, CRA is premised, in large part, on the fact that depository institutions are 
publicly chartered entities that receive significant federal subsidies, including de- 
posit insurance and access to the discount window and the payments system. These 
benefits are provided so that banks may service the convenience and needs of the 
communities in which they are chartered. CRA is intended to ensure that those 
services are provided. Mutual funds, in contrast, are not publicly chartered and do 
not receive the benefits of those federal subsidies. Also, the types of activities con- 
templated by CRA, such as making loans to small businesses and offering housing 
loans, as well as offering basic banking services, are not offered by mutual funds, 
which are pools of liquid securities. Thus, it is difficult to contemplate how mutual 
funds could comply with CRA-like requirements. 

It should be noted that mutual funds play an important role in economic develop- 
ment throughout America. Mutual funds are major investors in municipal securities, 
which finance projects such as housing, hospitals, schools, and infrastructure. Mu- 
tual funds also are significant purchasers of mortgage-backed securities; the growth 
of this market has reduced housing costs for millions of Americans. Mutual funds 
also supply capital to new and growing companies, for instance by purchasing 
shares in initial public offerings. Mutual funds are helping millions of Americans 
save for their retirement, in IRAs and employer-sponsored plans, as well as housing, 
education and other needs. 

For these reasons, the Institute respectfully urges the Committee to reject at- 
tempts to extend CRA to mutual funds. 

VI. Sharing of Customer Information 

Various proposals have been offered to restrict the ability of financial services 
firms to share customer information. The Institute does not favor a broad legislative 
prescription on the sharing of customer information because it will fail to take into 
account the unique structure of mutual funds. 

The structure and operation of a fund is unique because the fund itself is essen- 
tially a pool of assets under the supervision of a board of directors. Typically, a fund 
has few or no employees of its own. Instead, as is shown by the diagram in Appen- 
dix A, the fund’s operations are carried out by various entities, including the fund’s 
investment adviser, principal underwriter, transfer agent, and custodian. In order 
to service an investor’s account, it is necessary for these entities to share customer 
information with one another. 

Because of the structure of the industry, fund shareholders view themselves as 
customers of a mutual fund organization (or perhaps of the broker-dealer or other 
intermediary through which they made their investments), rather than of a par- 
ticular entity within that organization (for example, a transfer agent or custodian). 


'’Letter from Mary C. Schapiro, Acting Chairman, U.S. Securities and Exchange Commission, 
to Frank N. Newman, Undersecretary for Domestic Finance, Department of the Treasury, dated 
May 26, 1993. 
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From the point of view of the shareholder, the fund operation is seamless, as it 
should he. This is apparent from the popularity of such features as exchange privi- 
leges among affiliated funds and consolidated account statements. 

Thus, the application of a generic rule on the sharing of customer information to 
mutual fund organizations is almost certain to be disruptive. If fact, it could poten- 
tially make impractical existing mutual fund operations. This is true even if the rule 
contemplates an “opt out” approach (i.e., one in which customers must affirmatively 
act to restrict information sharing); funds would be forced to attempt to build exten- 
sive systems to track those customers that request to block information sharing in 
this context. 

The Institute is sensitive to the concerns of many regarding their financial pri- 
vacy. In fact, the Institute has been working for several months with the National 
Association of Securities Dealers (NASD) on rules governing the sharing of confiden- 
tial customer information. It is our belief that the NASD is best-suited to address 
the matter, as it can adopt rules that are tailored to the structure of the mutual 
fund industry and the securities industry in general. 

VII. Nonfinancial Activities 

An important objective of any financial services reform legislation is to create 
competitive equality among banks, mutual funds, broker-dealers, and insurance 
companies. Unfortunately, H.R. 10 retains a strict separation between “banking” 
and “commerce,” although it attempts to bridge this gap to a limited degree by per- 
mitting financial services companies to engage in a small amount of activities 
deemed “complementary” to financial activities. In general, however, a diversified fi- 
nancial services company that becomes a financial holding company would be re- 
quired to divest its nonfinancial activities within 10-15 years. This approach would 
introduce a fundamental competitive inequity: all bank holding companies could 
enter the securities and insurance businesses, but mutual fund companies, broker- 
dealers and insurance companies with limited nonfinancial activities would be 
forced to alter their operations and structure in order to enter commercial banking. 

For long-standing public policy reasons, still valid today, mutual fund companies 
and other nonbanking financial services firms have never been subject to activities 
restrictions like those contained in H.R. 10. In recognition of this and in order to 
provide a fair and balanced competitive environment, the Institute recommends that 
H.R. 10 be amended to allow a financial holding company to engage to a limited 
degree in nonfinancial activities, for example, at a minimum, the amount specified 
in the version of H.R. 10 that was passed by this Committee last year. This would 
create a financial services holding company that reflects the realities of today’s mar- 
ketplace in which financial companies often engage in limited commercial activities. 

VIII. Grandfathered Unitary Savings and Loan Holding Companies 

Under the Home Owners’ Loan Act, in general, any company may establish or ac- 
quire a single thrift and become a socalled unitary savings and loan holding com- 
pany. Such a company can be engaged in any kind of commercial or financial activ- 
ity if its thrift complies with the qualified thrift lender test. H.R. 10 would bar a 
company engaged in any commercial or nonfinancial activities from securing a 
thrift, subject to a grandfather provision. Under the grandfather provision, if a com- 
pany already owned a thrift as of March 4, 1999, or had made an application for 
one, it can retain or secure the thrift. 

As a general matter, the Institute has no view on this new prohibition. However, 
we believe that any company that owns a thrift or has made an application for one 
should be covered by a grandfather provision that is available until this activity is 
actually prohibited by law. This approach provides all entities with an equal oppor- 
tunity to take advantage of an existing business opportunity. Moreover, we are un- 
aware of any identifiable risk to the banking system from extending the date. Ac- 
cordingly, we support changing the applicable date for the grandfather provision to 
the effective date of H.R. 10. 

IX. Conclusion 

The Institute continues to support efforts by Congress to modernize the nation’s 
financial laws. H.R. 10 represents a significant contribution to that endeavor, in 
particular, by permitting affiliations among all types of financial companies, by es- 
tablishing a system of functional regulation and by raising the issue of whether a 
holding company should be able to engage to a limited degree in nonfinancial activi- 
ties. The Institute’s recommendations to the Committee are embodied in this state- 
ment. 

We thank you for the opportunity to present our views and look forward to work- 
ing with the Committee as this legislation moves forward. 



